Digitized by the Internet Archive 
in 2023 with funding from 
Kahle/Austin Foundation 


https://archive.org/details/profitableinvest0OO0Ojohn 


PROFITABLE INVESTING 


FUNDAMENTALS OF THE SCIENCE 
OF INVESTING 


3 BY 
JOHN MOODY 


PRESIDENT MOODY’S INVESTOR’S SERVICB 


B. C. FORBES PUBLISHING CO. 
120 Firra Avenue, NEW YORK 
PUBLISHERS 


COPYRIGHT, 1925, BY 
THE B. C. FORBES PUBLISHING CO. 


THE PLIMPTON PRESS 
NORWOOD-MASS-U:S8-A 


CONTENTS 


PAGH 
THE Moprern INVESTMENT FIELD........ 1 
INVESTMENT VERSUS SPECULATION....... ilk 
SELECTION OF INVESTMENTS............. 24 
INVESTING IN RatroaD Bonps.......... ao 
. INVESTING IN RatLroaD STOCKS.......... 54 
. Picking Pusiic Urmiry Bonps......... 67 
. Picking Pusiic Utiniry Stocks........ 80 
. SELECTING INDUSTRIAL ISSUES........... 94 
. SELECTING PuBLIc SECURITIES........... 108 
. SELECTING ForREIGN INVESTMENTS........ 121 
. “ MISCELLANEOUS ” INVESTMENTS........ 135 
MUNVESTMUNT (OVCUES 1 Lo incike sce cde e os 148 
PANWVESTING FOR EROPIT. 5050 S006. cas.ofhte 6 158 
. INVESTING FoR “SareTy PuLus”......... 170 
. INSTITUTIONAL INVESTING ........-+..-.; 181 
. INVESTMENTS FoR Business MEN....... 192 
. INVESTMENT Po.uictes FoR WOMEN....... 203 
. INVESTMENT POLICIES FOR THE Massss... 213 
. MANAGEMENT oF INVESTMENT FuNDS.... 224 
. EXAMPLES OF SvuccressFUL INVESTMENT 
OTE SURI Meda tao she 2 fiche Ginek da etels Das 
SCREVIEW AND CONCLUSION vc cc 004 onic do ace 246 


if Bide: 
, is 
‘ae feet 


oe ig 
ve i ae Coaee Ue Maes 
gal ’ tk vit oath ei ty oe 


: Rae ea ie nt Re 
Ce eee 


ue 
as 1 ™ ay 


: aa ae 
ame he 


THE OBJECT OF THIS BOOK 
—AND ITS WRITER 


By B. C. FORBES 


HE object of this book is to show you how to 
make safe and at the same time profitable 
investments. 

Bankers, investors large and little, trustees of big 
estates and others gladly pay the author of this book 
nearly two million dollars a year for his services, 
and bond salesmen constantly quote, as the supreme 
authority on the merit of an investment, Moody’s 
Ratings. 

Just as gold is stamped to tell how many carats 
it contains, so investments are now stamped by 
John Moody. And his stamp is everywhere recog- 
nized as standard. 

Go into a little bank in the remotest part of New 
Mexico or in the foothills of the Sierra Mountains or 
in rural New England and there you will find one 
or all of Moody’s enormous volumes analyzing and 
appraising the four great classes of securities, 
industrial, railroad, public utility, government. 
Depositors consult Moody’s before investing. 

Multi-millionaires, heads of great financial insti- 
tutions, trustees of huge estates and others handling 

Vv 


vi INTRODUCTION 


many investments now pay annually several thou- 
sand dollars each to have Moody pass upon their 
security holdings and keep them advised as to 
changes which should be made to guard against 
possible loss and to realize the largest possible in- 
come consistent with safety. 

Smaller investors also turn to Moody for guid- 
ance. Thousands of them pay him $120 a year for 
a weekly investment letter and frequent letters on 
special subjects, supplemented by limited consulta- 
tion privilege. 

As an adviser on how to handle investment funds, 
John Moody has a larger following than any other 
man in America. 

In this book Mr. Moody presents the cream of 
his investment knowledge and counsel. 

In introducing him to its readers, Forbes Maga- 
zine, which published serially many of these chap- 
ters, described Mr. Moody as “ The Man Who Puts 
Investments Through the ‘ Third Degree.’ ” 

The late J. P. Morgan taught John Moody the 
first important lesson he learned in the field of 
finance. One day in 1890, after starting his ap- 
prenticeship with Spencer Trask & Company, the 
novice was standing at one of the windows when he 
noticed a veritable giant wandering from desk to 
desk. Every clerk seemed to shrivel up with fear 
when the big man approached. The clerk not hav- 
ing returned, the giant, who had very piercing eyes, 
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looked through the window where the messenger 
stood and asked, “What are you waiting for, 
sonny? ” 

The little fellow was instantly seized by the same 
fear and trembling. “ A-a-a ch-check, for, for some 
bonds.” 

“What bonds? ” snapped Mr. Morgan. 

The giant’s eyes seemed to bore holes right 
through him. He could neither think nor speak. 
Just then the clerk returned with the check. 

Seizing it, Morgan turned to the messenger and 
asked, “ Now, boy, tell me the amount of the check 
you are to receive.” 

“ T-I don’t know, I-I forget.” 

“Don’t know? Forget?” roared Mr. Morgan. 
“What kind of a boy are you; what are you good 
for? Let me tell you something, young man. You 
will never be any good in business or anywhere else 
unless you learn to remember — to remember exact 
figures — and facts.” Saying which, he handed 
Moody the check and walked away. 

Moody took to heart Morgan’s injunction: 
“Tearn to remember exact figures and facts.” So 
successfully did he study figures and facts, and their 
significance, that by and by he began to be called 
upon by members of the firm to analyze financial 
reports and statements for them. He developed 
such a knack for compiling comprehensive yet easily 
understood statistical statements that he was given 


Vili INTRODUCTION 


scope to start organizing what was really the first 
complete statistical department in any Wall Street 
house. Before he was thirty he had become a 
department head. 

His struggle to build up an efficient statistical 
department brought home to him that there was 
acute need for a work furnishing full information 
covering the finances and securities of corporations, 
especially industrial corporations, then becoming a 
very important factor Investmentwise. 

And so, after ten years’ experience with Spencer 
Trask & Company, learning the ways of Wall Street, 
John Moody launched out as a purveyor of invest- 
ment information. His first work was Moody’s 
Manual of Industrials. 

After early vicissitudes, especially during the 
panic of 1907, Mr. Moody set to work on what was 
destined to be a monumental series of invaluable 
guides for investors. The publication, in 1909, of 
Moody’s Analyses of Railroad Investments, which 
rated thousands of bonds and stocks, brought a 
stream of letters from investors who wanted advice 
on all sorts of investment problems. 

The stock market had long known tipsters who 
sought to wheedle money from speculators for tips 
on “sure things”; but no reputable individual or 
institution, he reasoned, was in existence to furnish 
legitimate investors with intelligent, dependable, 
unprejudiced information and counsel. Moody had 
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blazed a new trail with his investment manual and 
with his security ratings. He resolved to blaze 
another trail, a trail which he probably did not then 
foresee would bring him a unique reputation and 
riches. 

On a nominal investment he has built up, without 
putting in another dollar of new capital, a business 
which he would not now sell for $3,000,000. From 
the start, Moody’s Investors’ Service has recorded 
substantial growth. To-day he occupies two floors 
in a large building in the financial district and em- 
ploys as many as 180 co-workers, of whom over 
fifty trained experts do nothing but analyze and 
supervise the investment holdings of banks, trust 
companies, trustees, millionaires, and other inves- 
tors. The fees for this service, which is in increasing 
demand year by year, run from $200 to thousands of 
dollars a year. 

The phenomenal expansion in the call for 
Moody’s services is conclusive testimony of the 
value they have proved to the tens of thousands 
making use of them. 

In this volume John Moody gives you, in readily- 
digestible form, the ripe fruits of an experience un- 
matched by any other man in America. 


May it enable you to profit and prosper. 
B. C. Forses. 


CHAPTER I 
THE MODERN INVESTMENT FIELD 


HE scope of the American investment field has 

so vastly expanded in modern times that few 
people have any conception of its far-reaching ex- 
tent. The changes in methods of production and 
distribution which have been going on in this coun- 
try during the past fifty years have been so com- 
prehensive that an actual revolution in the methods 
of modern industrial society has been taking place 
right before our eyes but with few of us realizing it. 
Not to go into great detail, a picture might be 
drawn in outline of methods of wealth production 
as they existed a half-century ago as compared with 
the methods of to-day. In those earlier days, the 
outstanding characteristic of American business and 
producing activity was that practically all our work, 
of whatever nature, was being carried on by piece- 
meal and small-scale methods. Such a thing as the 
modern corporation, as we understand it, hardly 
existed then, except in the railroad field. Railroad 
corporations had been developing with the rapid 
railroad expansion which had begun during the 
fourth decade of the last century. But even rail- 
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road corporations, until about sixty years ago, were 
relatively small affairs and the railroad mileage of 
the country was divided up in ownership among 
several thousand organizations. 

In the field of industrial activities, corporations 
were in their infancy. The steel and iron trade was 
just beginning to make itself known and, aside from 
one or two instances, iron production and distribu- 
tion were being carried on by individuals or small 
firms. It is true the petroleum industry was then 
developing under the corporate form, but it was 
distinctly a pioneer. 

In public utility activities, such as the supplying 
of light, heat, water or power and the operation of 
street railways, anything resembling the corporation 
of to-day was almost unknown. Generally the gas 
lighting plant of a community was owned by the 
municipality, by some few individuals in the munic- 
ipality, or by a very small company whose interests 
were purely local. Water companies were generally 
owned and operated by municipalities, and horsecar 
lines, where they existed, were controlled and 
usually operated by purely local interests. In the 
majority of cases such ownerships were largely in 
the hands of the operators, and no outside investing 
public was to any extent interested in them. 

When it came to the matter of public debts, con- 
siderable financing was done among individual in- 
vestors, but in most cases such financing was quite 
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generally local. Thus, aside from the wider public 
interest in Governmental obligations growing out 
of the Civil War, the investing public was extremely 
limited in number and did not represent any large 
amount of capital. Only in the single field of rail- 
road financing was there any outstanding distribu- 
tion of bonds and stocks among individual investors. 

It is indeed a far cry from those days to these. 
The long road which has been traveled since 1875 
is full of startling developments and appeals greatly 
to the imagination of any thoughtful man. For the 
growth of the American investment field is coinci- 
dent with the growth of the country from a small, 
comparatively undeveloped debtor nation to the 
point where we have become the largest, and prac- 
tically the only great creditor nation in the world, 
with financial and other resources perhaps exceed- 
ing the real wealth of the whole world a half-cen- 
tury ago. 

A glance at the industrial history of the past fifty 
years will bring to the front many interesting facts. 
Since 1875 we have witnessed the discovery and 
development of many marvelous inventions which 
have entirely changed the face of industrial civiliza- 
tion. In 1875 the telephone had just been invented, 
the electric light had in no sense been perfected and 
was in an experimental stage, electric power for 
transportation and for a thousand other purposes 
was then unheard of. Steel rails were just being 
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generally adopted by the railroads; but it was far 
from the time when steel construction would be 
used for building purposes of any kind. Petroleum 
had come somewhat to the front but only for light- 
ing purposes. The automobile had not yet been 
invented. No serious thought had been given to 
such a thing as the aeroplane and any one who 
suggested the possibilities of wireless telegraphy or 
of the radio would have been looked upon as a 
lunatic. The moving picture, which is responsible 
for one of the biggest industries in this country 
to-day, was not thought of for twenty-five years 
after that time. 

Coincident with the development of these out- 
standing inventions, thousands of minor inventions, 
affecting every producing and distributing activity 
in the country, have been perfected and come into 
use. Consequently the world we live in to-day is 
further removed, in its material aspects, from the 
world of 1875 than was the world of 1875 from the 
world of several centuries earlier than that. 

In view of this marvelous evolution which has 
taken place in human affairs in half a century, it is 
natural enough that banking and finance should 
have gone through an equally extensive series of 
changes. Thus when we speak of the financial 
world of 1925 we mean something immensely greater 
than and distinctly different from that of fifty years 
ago. 
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It will be apparent to any thoughtful person that 
the vast developments in industry, the expansion 
from small units of activity to great units, must 
have involved the development and perfection of 
some sort of intricate but gigantic machinery for the 
carrying on of material civilization as it exists to- 
day. For, first and foremost, the world’s great 
workshop which has been developing has necessarily 
required as its chief essential the capital and re- 
sources for carrying on its various functions. As in 
the case of the individual business, if operated on 
any important scale at all, its capital or credit is its _ 
corner stone. Without capital or without credit 
enabling it to secure necessary capital, it could not 
function at all. 

Inevitably, therefore, a developing material civi- 
lization such as we find in the United States has 
been accompanied by an equally remarkable expan- 
sion of the field of investment of capital. There is 
no one source for capital and never has been. 
Capital must be secured for a given proposition from 
many sources, provided that any substantial amount 
of it is needed. In the days of Washington produc- 
tion was carried on in such a small retail way that 
often one or a few men could supply the needed 
capital for any particular enterprise. Later, a small 
group of men or a limited number of citizens of a 
community could generally chip in to supply the 
funds for what was then a substantial enterprise. 
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But with the modern development of industry, the 
individual capitalist is only a minor factor. The bil- 
lions of capital which are necessary for carrying on 
large-scale production and distribution must be 
drawn in limited amounts from many thousands or 
hundreds of thousands of the individual citizens of 
the country. 

It is only because, through a long series of ex- 
perimental years and through the trying out of 
various methods, a comprehensive machinery has 
been developed and more or less perfected for the 
correlation of capital, that modern industrial society 
is at all possible. 

Consequently, we find that this country has be- 
come, more and more, a nation of investors. Time 
was when the investor class, so-called, was supposed 
to be limited to a few millionaires, a few thousand 
retired business men and a few widows or orphans 
who had inherited money. But in these days the 
investor class in the United States is in no way 
limited in its characteristics and is made up of every 
type of institution or individual, big and little. 
More than any other group, the typical business 
men of this country are the investors of America. 
Practically anybody who has accumulated savings, 
who has a surplus of any kind in his business or 
outside of his business, who has inherited wealth 
or has wealth which he is not personally making 
use of, is a member of this great class of investors. 
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The investor class in the United States has grown 
by leaps and bounds since the World War. It is 
known that approximately twenty million people 
invested in war bonds and a very large percentage 
of these were people who, prior to that time, had 
never invested money in anything and had never 
seen a bond or a stock. Investing in war securities 
was their first lesson in placing funds in something 
outside their own personal activities or in savings 
banks. This experience not only opened the eyes 
of millions to the meaning of the word “ invest- 
ment,” but it introduced on a large scale the thought 
of saving money systematically and putting it to 
work to earn an income. 

Naturally, as a factor in this great investment era 
which has grown up for the correlation of capital, 
there has developed a comprehensive mechanism for 
the distribution, throughout the country, of the 
security obligations of corporations, governments, 
and municipalities. The old idea of a banker was 
an individual who dealt only with a limited number 
of depositors or business men, paid interest on de- 
posits, and loaned money on good security for the 
accommodation of business men or others. But 
nowadays we have a new departure in the banking 
field. The last quarter century has seen the advent 
of the investment banker whose primary business is 
not to receive deposits or to loan money, but to 
distribute, through modern selling methods, the 
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many thousands of security issues, both bonds and 
stocks, which are created as wealth production goes 
on, by the corporations of the country and by the 
governments and municipalities. This investment 
banking business has become such an important 
factor in our modern life that the machinery of pro- 
duction could not possibly go on without it. 

Of course, it will be realized that in this modern 
development of large-scale production and country- 
wide financing, much of the work done has been 
experimental and many mistakes of method and 
other evils have developed with its growth. It has 
not been plain sailing for the industrial world to 
evolve from its old, simple, small-scale and one-man 
methods to the modern conditions which we know. 
As in everything else, human limitations have 
always been present. Mistakes of judgment have 
been characteristic of the period of development 
and numerous methods of financing have at differ- 
ent times been tried out and found wanting. New 
conditions demand new methods, and consequently 
there are no absolutely perfect or permanent rules 
for financing corporate or other undertakings. One 
of the characteristics of the modern period of cor- 
porate development has been the extent and the 
disastrous outcome of speculative ventures of one 
sort or another. As the country has grown and 
expanded in wealth and productive power, specula- 
tive movements have often run riot in the business 
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and corporate field. This has been a conspicuous 
fact of modern times. 

In human society it is impossible to expect de- 
velopment or progress without the venturesome or 
speculative nature of human beings asserting itself. 
Over-optimism, over-confidence, over-vision are 
more characteristic of Americans, perhaps, than 
they are of any other people in the world. The 
typical American is venturesome and always ready 
to take chances. Thus, America has been a fruitful 
field for generations for the promoter of visionary 
schemes, for the seller of unsound propositions and 
for the unscrupulous peddler of more or less worth- 
less securities. This is natural enough, for it would 
be a strange world if all men were so shrewd and so 
cautious that they could never be duped or fooled. 

With the enormous expansion which has taken 
place in the investment field and in industrial en- 
terprise generally, the amount of the wealth which 
is every year mistakenly invested by the people of 
this country in speculative, or worse than specu- 
lative securities, reaches an alarming total. It is 
currently estimated that at least half a billion 
dollars per annum is lost by the people of the 
United States through the promotion of worth- 
less securities by unscrupulous men. It is my 
personal opinion that this estimate is extremely 
low and if we include the vast amounts which are 
lost by people who are not necessarily cheated but 
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whose judgment is unsound or who are misled 
through ignorance, we would probably find that the 
annual loss might aggregate at least a billion dol- 
lars. This amount is a staggering one. It is even 
more than the American Congress has probably 
wasted in its most extravagant years. 

In the chapters that are to follow it is my purpose 
to try to draw the line of demarcation between true 
investment and speculation; to explain, in simple 
but complete detail, the sound principles for invest- 
ing money; to visualize the different types of secur- 
ity issues; to indicate the kinds of securities differ- 
ent types of people should wisely select. In short, 
to furnish a complete but non-technical textbook on 
the science of investing. 


CHAPTER II 
INVESTMENT VERSUS SPECULATION 


OTH the word “investment” and the word 

y “speculation” are much misused terms. | 
There are perhaps no two words in the English 
language which are less clearly defined or under- 
stood. This fact is not only true in a general sense, 
but it is particularly true in what we might term a 
“Wall Street ” sense. There are many out-and-out 
speculators who call themselves investors and who 
honestly think they are investors. On the other 
hand, we constantly meet people who are really 
trying to follow sound investment methods and yet 
consider themselves speculators. 

The main reason why there is so much confusion 
regarding the meaning of these terms, especially in 
connection with the security markets, is that in- 
vestment and speculation so lap over each other and 
are so closely related that it is extremely difficult 
to draw any distinct line of demarcation between 
them. The vast majority of security investments 
carry some element of a speculative character; 
whereas a respectable percentage of securities which 
are inherently in a speculative class always embrace 
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elements of stability and genuineness which give 
them an investment tinge. 

Strictly speaking, a pure investment is something 
which carries no substantial risk whatever, either 
as to the security of the principal sum or the cer- 
tainty of the income return. Perhaps there are no 
securities in existence which carry no speculative 
element whatever. For example, the premier secu- 
rities of the world at the present time are generally 
understood to be the obligations of the United 
States Government. The United States enjoys the 
highest credit of any large nation in the world; its 
resources and the wealth of its people are greater 
than those of any other nation; its debts, while 
heavy, are relatively small as compared with the 
debts of other large nations. The standards of 
living and general well-being of its population are 
on a higher plane than those of any other large 
nation. 

It is, therefore, almost inconceivable that anything 
could happen to United States Government obliga- 
tions to place them in a speculative class. There is 
a general saying that if Liberty bonds are not good, 
then nothing is good. And there is much truth in 
this. 

At the same time, even United States Govern- 
ment bonds carry a speculative element. There is 
no absolute assurance that the civilization in which 
we live will be maintained indefinitely at its present 
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status. There is no complete certainty that the 
United States Government will never be subject to 
revolutionary changes or to other developments 
which would put its future in doubt. Of course, the 
danger of such events is extremely remote, but 
nevertheless there is always the possibility of pro- 
found changes taking place in the structure of 
society as time goes on. 

Unreflecting people as a mass take the world for 
granted as it is. And the average man probably 
does not stop to reflect that our modern industrial 
civilization, such as we all know, is a development 
of a very short period. The capitalistic system 
under which we live appears to be, on the surface, as 
permanent as human nature itself, but this is far 
from true. The men of one hundred years ago 
never dreamed of the type of civilization in which 
we live to-day, and it is certainly entirely impossible 
for us to visualize accurately the civilization which 
may exist one hundred years from now. A dozen 
years ago when French and German obligations 
were quoted on a 8 per cent. basis, no man would 
have been looked upon as in his right senses who 
then said that within a dozen years the entire Ger- 
man Government debt would be practically worth- 
less, and nations like France would have to borrow 
money on an 8 per cent. basis. In 1912 the United 
States Government could have borrowed billions of 
dollars on a 24 per cent. basis, but by 1920 it was 
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necessary for this government to pay from 5 to 6 
per cent. for its borrowings, and its great war loans 
for a very long period were quoted at a heavy dis- 
count. 

To take another illustration. Twenty-five years 
ago the highest grade American railroad and mu- 
nicipal bonds were generally quoted on a 3 to a 34 
per cent. basis. In the year 1897 the New York 
Central Railroad refunded its old mortgages on a 
34 per cent. basis through the issue of a hundred- 
year bond at 34 per cent. This bond was easily 
sold at a premium, and at one time was quoted at 
110. The almost universal belief at that time was 
that interest rates through the twentieth century 
would continuously decline and that within twenty 
years it would be impossible to find investments of 
this high-grade character which would yield more 
than 24 to 3 per cent. In 1897, when British Con- 
sols were quoted on a 2 per cent. basis it was freely 
predicted by British economists and banking ex- 
perts that the time would shortly come when Great 
Britain would be able to finance its government 
debts at an even lower rate. 

I bring out these illustrations simply to emphasize 
the fact that even the best investment has its specu- 
lative tinge. As the old saying is, there is nothing 
absolutely certain in this world except death and 
taxes. . 

It will, therefore, be seen that when we speak of 
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pure investments, we do not mean something that 
is absolutely perfect, but rather something that is 
relatively sound. There are various degrees of 
security and the best investments are those which 
most closely approach the ideal of security. 

To take the other extreme — that of so-called 
speculation. There are all kinds of speculative 
propositions in the security field, extending all the 
way from the pure gamble or wild guess to the 
type of proposition which carries some elements of 
genuineness, but which elements are so_ heavily 
overbalanced by uncertainties and general unsound- 
ness that the security is not entitled to be classed 
as anything but a risky speculation. 

As a matter of fact, the poorest speculations of 
all are the types of issues which are not even en- 
titled to be called speculations. A speculation is 
something in which there is supposed to be an ele- 
ment of chance for success. This element may be a 
small thing, but it is supposed to be there neverthe- 
less. But there are masses of securities sold in this 
country and traded in every day which are so defi- 
nitely worthless and are so entirely sure to result in 
complete loss to the purchaser that he who buys 
them has not even the wildest gambler’s chance. 

The man who buys a fraudulent mining or oil 
stock which perhaps has nothing back of it except 
a hole in the ground is not speculating; he is throw- 
ing his money away. The thousands of people who 
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bought German marks after it became a certainty 
that Germany could never stabilize her currency 
without a complete revolution of her banking sys- 
tem were not speculating or gambling; they were 
throwing their money away. The speculative 
period in German marks had ended for all time 
when the Allies went into the Ruhr. Before that, 
there was perhaps a gambler’s chance in buying 
marks, but not after that. The people who bought 
Russian rubles after the second revolution were also 
throwing their money away. 

If we look over the entire security field of America 
we will find that investments and speculations could 
be subdivided, in the matter of degree, into hun- 
dreds of different classes. Starting with the highest 
and most secure type of investment known (United 
States bonds), we can follow the divisions down to 
some arbitrary line of demarcation where the invest- 
ment groups, so-called, practically end with securi- 
ties in which real investment elements slightly over- 
balance speculative elements. And from then on 
down through the various degrees of speculative 
propositions, from the so-called speculative-invest- 
ment or good speculation until we reach the low 
grade or almost worthless speculative scheme. 

No outstanding or clear-cut line of demarcation 
can be determined between that large group of 
securities which can be fairly classed as investments 
and that even larger group which we would define 
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as speculations. One great group tends to blend 
into the other. There is always a sort of twilight 
zone between them. 

Before going into the question of specific invest- 
ment selection as compared with speculative selec- 
tion, one important underlying fact, which has great 
bearing on the entire problem of investing money 
in security issues, should be thoroughly emphasized. 
The problem of investing money wisely and safely 
cannot be solved for anybody by simply concentrat- 
ing on the specific merits or demerits of particular 
securities themselves. There is one great underlying 
aspect of the whole problem which must first be given 
proper consideration. That is the problem of study- 
ing and analyzing the broad fundamentals which at 
any given time underlie all business, financial, and 
industrial activity. Enough has been said in the 
foregoing pages to indicate that even the best secu- 
rities are not always desirable things to buy at 
particular times. 

Let us return for a moment to the illustration of 
long-term railroad bonds, such as the New York 
Central 34s, issued in 1897. While at that time, if 
one considered only the intrinsic security and other 
factors of strength back of this issue, it could be 
easily demonstrated that it should be classed as 
among the highest grade investments, yet, as sub- 
sequent events proved, this was by no means so. 
If we examine the record we will find that within a 
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few years after 1897 the New York Central 34s 
began a steady decline which did not culminate until 
1921, when the bonds were quoted below 63 cents 
on the dollar. 

Consequently, a study of underlying elements and 
fundamental influences of a broad, general nature 
is just as necessary to determine the wisdom of in- 
vesting money as is the study of the specific factors 
themselves. While a temporary speculative invest- 
ment or a pure speculation may be judged intelli- 
gently, to a large degree, by confining one’s atten- 
tion primarily to the facts affecting the enterprise 
itself, this is not nearly so true when we turn to the 
field of genuine investments. 

For many years I have expressed the view that in 
the long run more money is probably lost by people 
who attempt to invest their money conservatively 
and sanely, but ignorantly, than is lost by those 
who enter into frank speculations. The loss of a 
high percentage of investment capital is due to the 
fact that proper consideration is not given to the 
broad, fundamental influences which are often so 
far-reaching and so permanent in their effects. 

Any one who wishes to become a successful in- 
vestor must first of all familiarize himself with broad 
economic conditions and tendencies as they exist in 
our modern industrial society. He must know some- 
thing about modern finance and must understand 
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the significance of general trends and of structural 
changes which are constantly at work everywhere. 

The man who a dozen years ago gave thought to 
the fact that slowly but surely the world’s interest 
rate was rising and the average cost of living and 
cost of production increasing, need not have been 
caught with investments in enterprises like street 
railways and other franchise corporations whose rev- 
enue is fixed or limited by law but whose produc- 
ing or operating costs must necessarily increase with 
the trend of the times. Such a man would not 
have bought or held Interborough Rapid Transit 
5s which were then selling above 95. 

Many people cherish the notion that investment 
in partially developed activities or relatively new 
undertakings is always more speculative than invest- 
ment in old and tried and seasoned securities. But 
this theory does not hold in many cases. As a mat- 
ter of fact, the old and seasoned security, unless 
purchased at the proper level and at the proper 
time (assuming, of course, that it is not merely a 
short term obligation) often proves to be the poor- 
est thing to buy. 

Men like John D. Rockefeller, Andrew Carnegie, 
and Henry Ford are constantly mentioned as per- 
sons who in their early days were venturesome 
dreamers and daring speculators in their particular 
fields. Of course, these men did many speculative 
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things, took chances, and had many narrow escapes 
from disaster. But the real thing that gave them 
success, as compared with thousands of others of 
equal ability, courage and general intelligence, was 
their special understanding of certain fundamental 
facts which were in the making in their early days. 
John D. Rockefeller had imagination enough to 
recognize the far-reaching possibilities in the devel- 
opment of the petroleum industry. The question as 
to whether he could currently make money in a 
small oil-producing concern and compete with many 
others was not the big idea with him. The secret 
of his success was his recognition of the revolution 
which would be wrought in modern society by the 
newly discovered uses for petroleum. Herein was 
his investment sense demonstrated. 

Andrew Carnegie had imagination enough to fore- 
see the inevitable revolution which would be brought 
about by the development of Bessemer steel. Car- 
negie may have been a great speculator when he 
capitalized his companies and sold them for a fabu- 
lous sum to the Morgan syndicate, but in his early 
days he was a shrewd investor. 

Henry Ford many years ago foresaw the revolu- 
tion which would inevitably be brought about by 
the development of the automobile. He had imagi- 
nation enough to understand that the most far- 
reaching change would be the adoption of the motor 
car by the millions rather than by the few. He 
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therefore chose to serve the millions and has con- 
sequently become one of the most successful busi- 
ness men in the world. 

The point to be emphasized in these illustrations 
is that these men gave full thought to the big un- 
derlying facts which were developing before their 
eyes, but which the mass of mankind did not see 
at all. 

Finally, to draw a distinction between intelligent 
investment and speculation, it should again be em- 
phasized that successful investing involves far more 
attention to the meaning of fundamental trends 
and general economic conditions than does the ordi- 
nary speculation. The person who intentionally 
places his capital to work for income and genuine 
stability of principal should be more concerned with 
possible changes in general conditions and with the 
broad underlying currents of trade and finance than 
the man who frankly goes into a speculative propo- 
sition for the purpose of quickly increasing his 
capital. The speculator is almost invariably one 
who is looking for quick profits. Ordinarily he does 
not expect or intend to keep his capital in any given 
thing for any great period of time. Underlying in- 
fluences affect his position, of course, but if his 
speculation is a wise one, its strength may be so 
great as to offset general adverse influences should 
such come along. 

The investor, theoretically at least, is placing his 
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capital to work more or less permanently. He does 
not expect to change his holdings of securities with 
every month or every year. If he buys bonds or 
stocks for investment at a certain yield, his intention 
is to hold such bonds and stocks. He may change 
frequently to other issues without becoming a frank 
speculator. But if, unexpectedly, his investment 
promptly shows him a large profit and he sells out, 
he has simply cashed in on a speculative develop- 
ment which he did not foresee. 

This situation, of course, exists in thousands of 
cases and this is why there is no clear-cut distinction 
between the great investor group and the great 
speculator group. Many a man is both an investor 
and speculator at the same time. Many are in- 
vestors for a period and then become speculators 
for a period. In fact, every investor who does not 
give proper consideration to the broad, underlying 
fundamentals is in danger of unknowingly becoming 
a speculator at any time. He may buy what he 
thinks is a high-grade investment, but the time may 
quickly come when to his surprise he finds himself 
the holder of a speculation. 

To sum up, the investor pure and simple is the 
person who, when placing his capital at work, gives 
as full thought and consideration to general and 
fundamental factors underlying our modern civiliza- 
tion as he does to the specific questions of security, 
management, past records, financial stability, and 
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earning power of the proposition itself. He may 
often be in error and exercise unsound judgment. 
He may be misled or misinformed and his knowledge 
may be superficial. If he does not look at the whole 
picture and acts only on a section of it, he will, 
sooner or later, come to grief. 


Cuapter III 
SELECTION OF INVESTMENTS 


AVING discussed at some length in the pre- 

vious chapter the necessity of giving due 
weight to what are known as fundamental influ- 
ences in the matter of security investments, point- 
ing out the broad distinctions between investment 
and speculation, we are now ready to go ahead with 
a discussion of proper methods for the selection of 
investments for the typical investor. 

While there are thousands of different types of 
corporate undertakings in existence, they can be 
broadly classified into a few great groups. The 
pioneer type of large corporation in this country, 
and the largest group, is the steam railroad. Thus 
railroad securities are still classed as the most out- 
standing single group of interest to investors. 

Next we have what has come to be known in 
modern days as the public utility group. This 
group is more diversified in its characteristics than 
the railroad group. Public utilities, as generally 
classified in this country, embrace all types of 
franchise corporations such as gas, electric light and 
power, water power, electric traction, and telephone 
and telegraph companies. This group has steadily 
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grown in size and importance, and in these days 
has reached a position of permanence and stability 
which was not dreamed of a generation ago. 

It is the general custom to classify all corpo- 
rate undertakings which are not railroads or public 
utilities, as industrials, and thus we have what is 
known as the industrial group of securities. But 
this is a very broad definition and the so-called 
industrial group can be divided into many parts. 
For example, generally classed as industrials are 
mining and oil companies which might be considered 
in a group by themselves. Steel and iron, copper 
and other great producers and perfecters of raw 
materials might be placed in a group by themselves. 
Finished manufactures of a thousand different 
types could be classed as a distinctive industrial 
group. Then there are such business activities as 
the moving picture industry, the chain store indus- 
try, the automobile industry, and other outstanding 
enterprises which might well be considered as dis- 
tinctive in themselves. So that, as a matter of fact, 
in the so-called industrial field alone we have many 
groups of securities which are quite as independent 
of each other as steam railroads and public utilities. 
It is really absurd to classify coal mining companies 
and moving picture companies as being in the same 
group. 

Beyond these groups in the modern investment 
field, and especially within recent years, the invest- 
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ment obligations known as public securities have 
steadily become a group of more and more impor- 
tance. Not only the obligations of cities and towns 
but the funded debts of nations have become a 
factor of distinct interest and importance in the 
American security markets. This situation has 
largely grown out of the changes brought about by 
the Great War. To-day the typical investor who 
is confronted with the problem of selecting his in- 
vestments is not confined to the selection of cor- 
porate securities alone, but has equal opportunities 
in the selection of public securities, both those at 
home and those which emanate from abroad. 

It will, therefore, be seen that the investor who 
is interested in placing his capital at work, through 
the purchase of bonds or stocks, has practically an 
unlimited field to choose from. If he has any sub- 
stantial capital for investment he can set it to work 
in dozens of types of enterprise and industry; he 
can diversify it into all parts of the country, and, 
if he wishes, into all parts of the world. He can, if 
he desires, place a portion of his funds in New 
York, another portion in California, another por- 
tion in Buenos Aires, another in France or Belgium, 
another in Scandinavia, and some in Japan, Austria, 
Italy, Australia, and the islands of the sea. There 
is practically no important spot on the face of the 
earth where an American cannot set his capital 
more or less safely to work. 
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The diversification of investment capital is one of 
the important rules which every investor should 
adopt. But true diversification implies a great deal 
more than merely investing money in different parts 
of the country or different parts of the world. 
Geographical diversification is a sound policy but it 
is by no means complete diversification. 

Aside from the matter of geographical location, 
diversification of investments involves such ques- 
tions as the character of the industry or obligation, 
its size, its relationship to various influences and 
other fine but equally important distinctions. A 
man might decide to invest 10 per cent. of his 
capital in California. There are probably a hun- 
dred ways in which his money could be invested in 
California. He might decide to diversify it by di- 
viding it up between five hydroelectric companies 
in that state. But this would not be complete di- 
versification, because his whole fund would be tied 
to one industry and even though there might be 
much distinction between one company and another, 
yet they all respond to the same general influences 
and in this sense his eggs would ail be in one bas- 
ket. He would get more genuine diversification by 
placing a portion of his funds in an electric power 
company, a portion in a manufacturing company, 
a portion in a chain store or distributing company, 
and perhaps a portion in a shipping or railroad 
company. 
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Diversification in the true sense involves a classi- 
fication of the different types of enterprise which 
are more or less unrelated to each other. A man 
might invest in the Norfolk & Western Railroad. 
This railroad is primarily dependent for its pros- 
perity, not on passenger traffic and not necessarily 
on local business conditions in its territory, but on 
conditions in the soft coal trade. Consequently, a 
man might accomplish some diversification if he 
placed a portion of his funds in Virginia or West 
Virginia, in some manufacturing enterprise, even 
though it were located on the lines of the Norfolk 
& Western Railroad. If he were confining his in- 
vestments to railroad obligations but wished broad 
diversification, he might wisely invest a portion of 
his money in railroad securities of the type of the 
New York Central, which reflects commercial or in- 
dustrial activity. He could invest a portion in an 
anthracite coal property like the Reading or the 
Lackawanna railroads; a portion in a Southern prop- 
erty which is dependent on conditions in the cotton 
industry, or in the Southern States generally; a por- 
tion in some transcontinental line like the Atchison 
or Union Pacific; a portion in some Northwestern 
road which reflects crop conditions in that territory; 
and a portion, let us say, In some cross-country 
system such as the Illinois Central. 

In the field of public utilities, proper diversifica- 
tion would involve not merely the selection of the 
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different types of utilities, such as gas, electric light, 
traction, power or telephones, but due consideration 
should be given to the location of such companies, 
whether they are identified with cities of large popu- 
lation and diversified industries or whether ‘they 
are in centers which might be dependent on crop 
conditions, on mining conditions, or on single in- 
dustries. For example, the prosperity of a city like 
Detroit is largely dependent on conditions in the 
motor industry; a city like Butte, Montana, is 
dependent largely on conditions in the copper in- 
dustry; a city like Providence, Rhode Island, is to 
a considerable extent dependent on conditions in the 
textile industry. Problems of diversification must 
take into account all such facts as these. While fun- 
damental business influences, in a broad sense, affect 
the country as a whole, yet there are often times 
when one section of the country may be prosperous 
and another not so. Witness conditions in the 
Southern states during the years 1923 and 1924 as 
compared with conditions in the Northwestern grain- 
growing states. 

In the many groups broadly classed as indus- 
trials, the opportunities for diversification are prac- 
tically unlimited. An investor whose capital is 
placed partly in the chain store industry, partly in 
steel or iron, partly in equipment construction, 
partly in some specific but standard type of manu- 
facture, partly in petroleum production or distribu- 
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tion, and partly in motor construction, may enjoy 
very distinct diversification. 

The opportunities for diversifying investments in 
the field of government and municipal securities are 
fully as great as in other fields. Such diversification 
involves not only the questions of geographical 
location, but many others. In the American field 
alone, one can invest his money in every state of 
the Union. If he goes across the border, he can 
invest his money in Canadian obligations, both gov- 
ernmental and provincial, and he will find broad 
differences in character, stability, and security. If 
he goes further into the foreign field and seeks 
foreign investments he has, not only the old coun- 
tries of Europe to choose from, but also South 
America and Asia. He can select many types, both 
high grade and low; he can select short-term or 
long-term obligations; he can guard against the 
dangers of putting his money into issues which re- 
spond or are affected by the same dangers, and 
thus get an extremely broad diversification. | 

Continued emphasis should be placed on the 
great importance of intelligent investigation and 
care in ascertaining all of the facts bearing on any 
particular investment before the security is actu- 
ally bought. The great weakness of the typical 
American investor is his tendency to take things on 
faith and his willingness to accept superficial advice 


or to act purely on impulse. Everybody should in- 
vestigate before investing. 
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It is a pathetic fact that many a business man 
will spend thirty years in building up a fortune 
from his own business, and then, when he cashes in, 
will spend thirty days or less in investing it in secu- 
rities concerning which he really knows absolutely 
nothing. I could mention the name of a widely 
known and successful business manin New York who 
recently went into bankruptcy because he had per- 
sisted in buying bonds and stocks without intelligent 
investigation, during the very time when there was 
open to firms of his trade the opportunity of a cen- 
tury to make unusual and fabulous profits in his own 
business. His wise investment was his business. 
He had grown up in it, had learned its every detail, 
and it had become a part of his life. He could 
not be easily fooled in his own business, but was 
promptly made a fool of when he attempted to 
put his money into what he thought were invest- 
ment bargains. 

The problem of diversifying investment capital, 
however, involves considerably more than the mat- 
ters which I have been discussing. Not only are 
there numerous types of industry and unlimited 
types of governmental obligations for the investor to 
choose from, but the characteristics of security issues 
themselves vary in many ways. The two great 
types of investment securities are bonds and stocks. 
Technically there is a very definite distinction be- 
tween a bond and a stock as an investment. A man 
who invests money in a bond is always a loaner of 
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money, but one who invests in a stock is not a 
loaner of money. The stockholder is always a part- 
ner in the enterprise, whatever it may be. As a 
partner he assumes his share of the business risk 
which the partner or owner of an enterprise natu- 
rally must assume. But if he is a bondholder, he 
always has, in some form or another, a prior claim 
as against the stockholder of the same corporation. 
This prior claim, of course, may be qualified or 
limited in various ways. It may be a mortgage or 
claim on only a portion of the property; or it may 
not be a mortgage at all, but simply a promise to 
pay. 

In the same way, the stockholder who is a part- 
ner may have only a qualified or limited interest 
in the business. Should he be a preferred stock- 
holder he will, in some eases, have a prior claim over 
common stockholders as to assets and certain speci- 
fied dividends; in others, perhaps only a prior claim 
as to dividends but not as to assets. 

It will be recognized, therefore, that full considera- 
tion should be given to the type of security obli- 
gation to be purchased. The investor who has any 
substantial amount of funds to invest should not 
necessarily limit his selections to bond obligations 
alone. It is a false notion to assume that if a 
security is in the form of a bond it is necessarily 
better than a stock. Very often it is, but there are 
countless cases where it can be easily demonstrated 
that certain stock investments are far more secure 
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and far more worthy of favorable investment con- 
. sideration than are many bond issues. 

But the question of diversifying investments 
among types of securities carries one much further 
than the problem of investing in bonds versus 
stocks. One must consider the characteristics and 
types of bond or mortgage obligations. These are 
almost without number. In practically every field 
of industrial and commercial activity, one will find 
different types of bond obligations; issues secured 
by first, second, third, or fourth mortgages; issues 
secured by what are known as consolidated or gen- 
eral mortgages; issues secured by the deposit of 
collateral which is sometimes in the form of other 
bonds or of stocks, or of both stocks and bonds; issues 
which are not mortgages at all but are simply prom- 
ises to pay; issues which get their main strength 
through the formal guarantee of some other cor- 
poration; issues which carry unusual features such 
as convertible privileges; and finally, issues which 
run many years before maturity and issues which 
mature in the immediate future. 

In the field of stocks, there are also many varia- 
tions. We have in the preferred stock group alone 
various types of issues, some carrying fixed, cumu- 
lative: dividends, some non-cumulative dividends, 
and some with special protection in the shape of 
retirement funds or sinking funds. A large number 
of preferred stock issues, especially in the industrial 
field, are subject to redemption at certain premiums. 
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Preferred stock issues are also often convertible, at 
the option of the holder, into some other security, 
such as a common stock or possibly a bond. 

Finally, it will be realized that in the problem of 
investment selection questions of yield and price 
are important. In the pure investment field, prices 
and yields are more or less directly dependent on 
general business and economic conditions; there- 
fore, in their consideration the investor is at once 
brought back to the question of fundamental in- 
fluences which we have already discussed. A bond 
which might profitably have been bought on a 6 
per cent basis in 1921 might very reasonably still 
be a desirable investment in 1924 on a 5 per cent. 
basis. For if we assume that general interest rates 
from 1924 on are not going back to the high figures 
which prevailed in the first two or three years after 
the close of the war, it would be foolish indeed for 
us to assume that the high grade bond which could 
now be purchased only on a 5 per cent. basis would 
not be cheap unless it went back to a 6 per cent. 
basis. 

In the foregoing discussion I have tried to sketch 
in outline the important general factors which bear 
on the investment problem for the average person. 
We are now in a position to apply these principles in 
connection with the actual investment of money. 
This will be attempted in the chapters which follow. 


CHAPTER IV 
INVESTING IN RAILROAD BONDS 


NTELLIGENT investing in railroad bonds in- 
volves a great deal more than merely confining 
selections to issues which appear, from their title 
or technical characteristics, to be first-class or 
strongly protected by mortgage security. There is 
nothing more absurd than for one to adopt the 
principle of confining selections exclusively to first 
mortgages. From time immemorial a large class of 
people have been assuming that the only way to 
invest money safely is to put it into “ first mort- 
gages.” Second mortgages are looked upon as es- 
sentially weak propositions, while third or fourth 
mortgages are classed, in this section of the public 
mind, as necessarily weak or worthless securities. 
A man once submitted to me a list of railroad 
investments which he had been accumulating over 
a long series of years. He believed strongly in the 
principle of diversification, and in his total invest- 
ment fund of about $100,000 he had exactly one 
hundred different first mortgage railroad bonds of 
$1,000 each. As his first principle for investment 
he had determined to concentrate on first mortgages. 
35 
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He thought that the principle he followed was sound 
and that, therefore, there would be little or no 
danger of his ever losing any money. However, 
about one-third of his holdings had enormously de- 
preciated in value and nearly 20 per cent. of his 
bonds were actually in default when he submitted 
his list to me. 

A first mortgage railroad bond is not necessarily 
a sound investment. The mere fact that it is a first 
mortgage may have little to do with the case. There 
are at the present time bond obligations of the Erie 
Railroad system secured by second, third, fourth, 
fifth and sixth mortgages which are decidedly higher 
grade investments than certain other bonds on the 
Erie system which are secured by first mortgage. 
The Philadelphia & Reading Railroad many years 
ago had outstanding certain bond obligations se- 
cured by a sixth mortgage on its main lines. These 
bonds were higher grade in every respect than cer- 
tain other first mortgage issues on parts of the same 
system; they sold at higher prices; they were in all 
ways far more strongly protected, and there was 
never any doubt whatever regarding the certainty 
of payment of both interest and principal. 

Another false notion regarding the genuineness 
of a given railroad bond is the theory that a bond 
secured by a mortgage is always better than one 
which is not so secured. Of course, in the majority 
of cases this is true, but there are numerous in- 
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stances where a debenture bond, which is a mere 
promissory note, is a far better security than one 
which is protected by a direct mortgage lien. For 
a case in point, one might mention the New York 
Central Railroad Debenture 6s. These bonds were 
not secured by any mortgage whatever on the prop- 
erty, and they were subject to a great mass of other 
obligations of prior security. And yet they were a 
far higher grade investment and entitled to a better 
investment rating than hundreds of first mortgage 
bonds of various other railroads throughout the 
country. . 

What man, for example, who knew anything 
about bond values, would assert that the Chicago 
Great Western First 4s or the Chicago, Milwaukee 
& Puget Sound First 4s, were higher grade invest- 
ments than New York Central Debenture 6s? And 
yet, the supposition regarding the certain superior- 
ity of a first mortgage railroad issue continues to 
persist. 

Disregarding for the moment the important ques- 
tions of price, yield, interest rate and length of time 
to maturity of any given issue, let us consider the 
essential facts regarding any railroad bond which 
the investor proposes to buy. The essential char- 
acteristics back of a good railroad bond are neces- 
sarily somewhat different from those which may be 
back of many other types of bonds. The outstand- 
ing fact to be considered in relation to a railroad 
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investment is the volume, characteristics, and sta- 
bility of earning power of the particular railroad 
property in question. 

Demonstrated earning power is the first thing that 
the investor should examine. Other factors, such 
as asset value of the property, are important, but 
unless earning power is satisfactory, the real security 
of the bond is always to be questioned, unless it is 
an issue which is not directly dependent on the 
prosperity of the railroad. There are many rail- 
road bonds which have additional and special secu- 
rity aside from that which they derive as a railroad 
obligation. 

A terminal bond, covering a railroad terminal 
property in a large city like New York or Chicago, 
might be placed in this latter class. The security 
back of such a bond need not necessarily depend 
altogether on the demonstrated earning power of 
the railroad itself, for it is often the case that such 
a bond is secured on extremely valuable real estate 
which would continue to be valuable even if the 
railroad went out of business. 

But no ordinary railroad bond can be regarded as 
being in the highest grade group unless the earning 
power of the railroad itself is fully sufficient to give 
the company high credit and to protect the bond 
obligation through thick and thin. Earning power 
is something which is not necessarily dependent on 
the capital assets of the corporation or on its sup- 
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posed property values. Some railroads with ex- 
tremely high asset values are relatively poor earn- 
ers, whereas other roads, with light property values, 
are heavy earners. Consequently, it will be seen 
that, in the examination of the typical railroad re- 
port, an analysis of the balance sheet, while im- 
portant, is not so important as an analysis of the 
operating or income results. 

To study the earning power of a railroad in an 
intelligent way one must do a great deal more than 
merely glance at operating results or figure per- 
centages of surplus income. The common rule of 
thumb method of a great many people is to jump to 
the conclusion that a railroad bond is high grade 
and a desirable investment if the company is earn- 
ing the interest on the bond two or three times over. 
But while a bond may appear to have earned its 
interest several times over, yet, as a matter of fact, 
on an analysis of all the figures, it might easily be 
shown that the earning power is really not as gen- 
uine as the exhibits indicate. 

To study earning power intelligently one must 
first classify railroad properties into distinct groups. 
Roughly speaking, American railroads can be clas- 
sified into half a dozen different groups. Such 
groups are not merely geographical or are not de- 
termined by mere size, but are determined by types 
of territory penetrated and types of tonnage trans- 
ported. Railroad systems operating in densely 
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populated territories like New England are mainly 
dependent for their earning power on what is known 
as local traffic. The freight tonnage transported by 
New England railroads is chiefly of the miscel- 
laneous or high grade type. The freight hauls are 
mainly short ones. The handling of freight is a 
heavy item of expense, and consequently the com- 
pensation which the railroad must receive is bound 
to average higher per ton mile than in the case 
of railroads which handle only a few types of ton- 
nage and transport them over long distances. 
Moreover, railroad lines operating in congested 
territories are much more dependent on a high per- 
centage of passenger business and are necessarily 
obliged to invest much larger sums in passenger 
service than are railroads in other types of terri- 
tory. It is not only in New England, of course, that 
this type of railroad system exists. More and more 
as the United States is filling up with population 
and developing industrially, railroads are becoming 
increasingly dependent on the transportation of mis- 
cellaneous or high grade freight and on short hauls. 
But we still have the great groups of properties 
which primarily depend for their prosperity on long 
haul traffic and on the transportation of great basic 
commodities. For example, there are the so-called 
coal railroads. The outstanding properties of this 
type are the Chesapeake & Ohio, the Norfolk & 
Western, the Erie, and the Baltimore & Ohio, al- 
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though other larger systems, such as the New York 
Central lines and the Pennsylvania, are also largely 
dependent on coal transportation for their heavy 
volume of business. 

Properties like the Reading and the Lackawanna 
are known as anthracite coal roads, although in re- 
cent years they have developed an enormous amount 
of miscellaneous tonnage. It is a fact frequently 
overlooked that the Erie Railroad system, which 
twenty-five years ago was classed as an anthracite 
coal road, has now become more of a transporter 
of soft coal. 

Throughout the entire Middle West of the United 
States the transportation of coal is of great im- 
portance. One must go west of the Mississippi to 
get away from the fields where railroads are not 
particularly dependent on coal tonnage for their gen- 
eral prosperity. Soft coal properties are not neces- 
sarily confined to one spot or one section of the coun- 
try but radiate throughout a very substantial part 
of the more populous sections of the United States. 

In the Southern States we have a distinct type of 
railroad which is dependent, not on coal tonnage, 
not on profitable short hauls, but more largely on 
conditions in the cotton industry. Such properties 
include the great Southern Railway system, the 
Atlantic Coast Line, the Seaboard Air Line, the 
Louisville & Nashville, and important parts of 
the Illinois Central system. The cotton industry is 
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extremely important to all railroads of this type, and 
in years of crop failure or general depression in the 
cotton-growing country, the earning power of all 
these railroads is certain to be adversely affected. 

When we go farther West, we find that other im- 
portant local factors permanently affect the earning 
power of railroads. In the entire Northwestern and 
most of the Central Western sections of the country, 
the railroads vitally depend on general agricultural 
conditions. The great grain-carrying roads, such as 
the Chicago, Milwaukee & St. Paul, the Northern 
Pacific, the Chicago & Northwestern, the Chicago, 
Great Western, and the Chicago, Burlington «& 
Quincy are more prosperous during years of good 
wheat and corn crops and when good markets pre- 
vail for these crops, than at times when partial or 
complete crop failures occur. 

In the Southwestern sections of the country we 
are finding, in modern times, a greater and greater 
dependence on industries such as petroleum pro- 
duction. The vast development of Oklahoma and 
Texas within the past decades has been tied very 
closely with the great expansion in the oil-produc- 
ing industries. Consequently railroad properties in 
this section, which were formerly either more de- 
pendent on cotton conditions or were distinctly un- 
prosperous, are now practically living on the ac- 
tivities created in the petroleum field. 

And then we have that great group of railroads 
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which depend primarily on long haul traffic across 
great stretches of the American continent. These 
are the big transcontinental systems, such as the 
Atchison, Topeka & Santa Fe, the Union Pacific, 
and the Southern Pacific. Of course, a great many 
other properties, such as the Northwestern roads and 
some great Eastern roads are partially in this class 
also. But the big Western systems like Union Pa- 
cific have the outstanding characteristic of being 
transporters of long haul tonnage across the more 
sparsely settled sections of the West, and it is on 
the density of this general type of tonnage that 
they primarily depend for their profits. 

The fact should be emphasized that the earning 
power of railroad systems is developed not merely 
through the transportation of particular types of 
tonnage alone, such as grain, cotton or coal. The 
benefits which a Northwestern railroad system gets 
from a big wheat crop in Dakota, when such can 
be sold at good prices, are not confined to the mere 
transportation of wheat. The railroad’s greatest 
benefits are derived from the resulting prosperity of 
the people in that section, as this naturally develops 
tonnage and business on a healthy scale. In other 
words, general prosperity replaces depression in that 
section. 

In the Southern states, during the past few years, 
the cotton crops have not been heavy, but the pros- 
perity of the South has been great because of the 
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world demand for cotton and the high prices ob- 
tained. This is directly reflected in the earning 
power of the Southern systems, and their tonnage 
of all types of freight has expanded to very high 
figures. 

It will be seen, therefore, that the investor in 
railroad securities must first determine what type 
of property to invest in. If he purchases a bond 
secured on a property like Norfolk & Western, he is, 
to a considerable extent, investing in the soft coal 
industry. If he purchases an obligation of the St. 
Paul System, he is investing primarily in agricul- 
tural conditions in the Northwest, and so on. 

But when he has gone thus far he has only begun 
his study of railroad bonds. He must then begin 
an analysis of the particular property in which he 
proposes to invest. Under the modern method of 
uniform accounting required by the Interstate Com- 
merce Commission, every railroad in the country 
must report its operations and condition on a uni- 
form standard. Figures of every kind are available 
for the man who will take the trouble to examine 
them. 

The investor should first turn to what are known 
as the physical exhibits. These will show him the 
volume and type of freight tonnage transported by 
the railroad. By comparison with previous years 
and with results on properties of similar character- 
istics, he will immediately see whether the prop- 
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erty is holding its own, expanding or declining in 
volume of business. By comparison with other 
properties, he will know whether the company is 
getting its share of business. He will also ascertain 
what business is derived from the railroad’s own 
efforts and what business is received from connect- 
ing lines. 

He will then familiarize himself with the mileage 
of the property, the amount and character of the 
equipment, comparing these over a series of years, 
and also compare the trend in the density of both 
freight and passenger business over a series of years, 
the trend of the train load and the average earnings 
per train mile. If all these figures are tending to 
show improvement —-a fact which can be ascer- 
tained with very light study — the railroad’s busi- 
ness stability is at once demonstrated. Having satis- 
fied himself as to these facts, he is then in a position 
to examine the income account. 

A railroad income account is only intelligible if 
examined by comparison over a series of years and 
by comparison with other properties doing a similar 
type of business. In order to make such compari- 
sons it is necessary to reduce earnings to a mileage 
basis, that is to say, one must know the amount of 
business done per mile of road for each year. Only 
in this way can railroad earnings be intelligently 
understood and compared with those of other prop- 
erties or with the prior earnings of the same road. 
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A railroad might double its total revenues but if in 
the same time it has doubled its operated mileage, 
there has really been no increase. On the other 
hand, if its mileage has not increased or has in- 
creased in less proportion than its volume of busi- 
ness, then there has been a real growth. By the 
same token, one must use mileage figures in com- 
paring one property with another. 

As an illustration, let us take two railroads like 
the Erie and the New York Central. The Erie di- 
rectly operates about 2,000 miles of road. The New 
York Central directly operates about 6,900 miles of 
road. Consequently, while the total volume of busi- 
ness on the New York Central in a recent year 
amounted to about $420,000,000 and that of the 
Erie was only about $118,000,000, it will be found 
that when we reduce the earnings of both to a mile- 
age basis, the gross operating revenues on the Erie 
lines were about $57,000 per mile as compared with 
about $61,000 per mile on the New York Central. 

All the income figures should be examined on the 
mileage basis. Gross operating revenues, however, 
are by no means conclusive. The real figures to 
analyze are the operating expenses. These are di- 
vided into two great classifications, one being main- 
tenance costs and the other transportation costs. 
Maintenance costs are sub-divided into maintenance 
of road and maintenance of equipment. In the 
maintenance figures one can generally find the 
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strong or weak points in the operating exhibit of 
the property. If a railroad is making liberal ex- 
penditures for maintenance, it is bound to be in a 
healthier condition than if it is not. Maintenance 
expenditures should necessarily expand with increas- 
ing business and contract with declining business. 
They should, however, as a general proposition, al- 
ways represent a substantial proportion, in common 
practice usually over 35 per cent. of total operating 
costs, and ranging up to even 50 per cent. in many 
instances. 

A railroad of the average type which continually 
reports low maintenance costs is almost certain to 
be running down, and often investors have been 
misled by a superficial showing of large net earnings 
when, as a matter of fact, the property has been 
allowed to go to pieces. On the other hand, it has 
often been the case that too much money has been 
put into maintenance charges. This process is what 
is known as “concealing profits,’ and years ago, 
when there was much political agitation regarding 
the big earnings of certain railroads, large amounts 
were often concealed through bookkeeping methods 
which swelled the maintenance charges. 

Transportation costs are self-explanatory. They 
should average approximately the same per mile on 
all railroads of generally similar type. Of course, 
in times of high costs like the present, when wages 
are double what they were a decade ago and material 
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costs are very high, both maintenance and trans- 
portation expenses for the average system persist- 
ently range at extremely high figures. 

But when in making comparisons between prop- 
erties of distinctly similar type, we find one railroad 
with transportation costs persistently ranging far 
higher than the average, the answer generally is 
found in poor or deficient management or some other 
fundamental weakness. The other items of expense 
in income statements, such as taxes, rental and 
equipment and various miscellaneous charges, are 
easily analyzed and do not present any great diffi- 
culty when comparisons are made. 

The final result, which gives us the income avail- 
able for fixed charges, is the figure of primary inter- 
est to the bond investor. If he has examined all the 
prior figures intelligently he has now reached a point 
where he can judge intelligently as to the genuine 
stability of earning power back of his bond. If after 
such examination he finds no weakness in the ex- 
hibit and the available income for fixed charges is 
largely in excess of the interest requirement on the 
bond he proposes to purchase, he is then in a posi- 
tion to examine the bond itself. 

Every individual bond has its own particular char- 
acteristics. It may be a first mortgage bond covering 
an entire railroad system or the main stem of a 
system, such as the New York Central First Mort- 
gage 33s. It may be a second or third mortgage on 
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the main lines and perhaps a first mortgage on cer- 
tain branch lines. If such, it will generally be called 
a consolidated mortgage. It may be secured by a 
junior mortgage on the main lines, by a second or 
third mortgage on some branches, and perhaps by a 
first mortgage on other branches. Such a bond is 
generally classed as a first and general mortgage. 
There are many other types. If, as is often the 
case, it is secured not at all on the main lines, but 
on a group of branches or extensions, by a first or 
junior mortgage, it may be entitled a general mort- 
gage or a unified mortgage. The Louisville & Nash- 
ville Unified 4s are this type of security. 

The various types of railroad bonds have, like 
almost everything else, been created as the result 
of circumstances or experience. The needs of the 
hour for the particular company and the kinds of 
bonds which appear to be the most popular in the 
public mind, have generally determined the types 
which have been created. In modern times there 
have appeared a great many so-called “ blanket ” 
mortgages. A blanket mortgage is an issue which 
is supposed to cover, by direct lien, all of the prop- 
erties which the railroad owns, but subject to prior 
mortgages which already exist. 

Many so-called mortgages are also refunding 
mortgages. The refunding mortgage is generally a 
large issue, sometimes well secured, and sometimes 
poorly secured, which provides, in a definite way, 
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for the retirement of underlying or prior liens as 
they mature. But there are many variations in 
the types of refunding mortgages created. In some 
cases all underlying mortgages are what is known 
as “closed ” and the refunding mortgage takes their 
places when they mature. In other cases, the under- 
lying mortgages may be extended as circumstances 
warrant, and in such instances the refunding issue 
remains subject to such extensions. 

All of these technical conditions, however, while 
vital, have not the same importance to the investor 
as the demonstrated earning power of the property 
itself. A refunding mortgage may be subject in 
security to a vast amount of other obligations and 
yet be extremely high grade in quality. The 
Pennsylvania Railroad General Mortgage, which is 
secured by second, third, fourth and fifth liens, being 
subject to prior mortgages, some secured on divi- 
dends and some secured on the main lines and which 
amount in the aggregate to more than $100,000,000, 
is as high grade, from the investment point of view, 
as the Union Pacific first 4 per cent. issue which 
covers the main line from Council Bluffs, Iowa, to 
Ogden, Utah, and many important branches, by an 
absolute first lien. 

The old New York «& Erie first, second, third, 
fourth and fifth mortgages, which cover the Erie 
main line across New York State, are fully as high 
grade investments as are the New York Central 
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First 34s. This may seem strange, but if one will 
examine the facts one will find that these Erie mort- 
gages are outstanding at only about $27,000 per 
mile altogether, and that if the property covered 
were ever sold at forced sale, it would bring a great 
many times the face value of all these bonds. This 
also would, of course, be true of the New York Cen- 
tral First Mortgage which is outstanding at the rate 
of about $35,000 per mile. 

The problem for the investor then resolves itself 
down to the question of his preference in length of 
time a given bond may run, its price, its yield and 
its market. If any particular bond has met the tests 
of stability in earning power and other character- 
istics which I have already outlined, it is certain 
to be given a high investment rating, such as Aaa, 
by Moody’s. It may be a bond running five years 
or one running one hundred years. It may be a 
first mortgage, a consolidated mortgage, a debenture 
or a divisional bond. The rating would have noth- 
ing to do with matters of price or interest rate paid, 
and little to do with its technical description. 
The investor must determine for himself whether 
he wants a short term or a long term bond. 
He must determine whether he wants a yield of 
6 per cent. or will be satisfied with a yield of 4 
per cent. 

To determine these questions he must, of course, 
give consideration to the general fundamental influ- 
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ences which affect the price level of all securities at 
any given time and which I have outlined in pre- 
vious chapters. He cannot become a successful in- 
vestor in railroad bonds or in any other securities 
unless he gives due regard to seasonal influences and 
to the general trend of the money market, business 
conditions, and so on. 

The ideal time to invest in long term, high grade 
railroad obligations, as in other high grade bonds, 
is during a period of relatively high interest rates 
and general unsettlement such as we had, for ex- 
ample, in 1920 and 1921. These are the periods in 
which bargains can be secured. But in all periods 
genuine security can also be obtained provided the 
investor is satisfied to receive the prevailing interest 
return. 

I might add that it is generally well for the in- 
vestor, if possible, to select a bond which sells at a 
discount, if he can, rather than one which sells at 
a premium. The man who buys a high grade bond 
at 98 on an income basis need have no problem ever 
arise in his mind regarding the question of change 
until maturity. He will be sure to get par at matur- 
ity and his interest meanwhile. On the other hand, 
one who buys a high grade bond at 110, which ecar- 
ries a high interest rate, must remember that as the 
bond approaches maturity, it will recede to par in 
price and he will, in the course of time, lose his 
premium. Of course, this premium is absorbed in 
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his income yield, but the average investor, who is 
not an expert, is apt to forget this and think he is 
losing some principal when, as a matter of fact, he 
really is not. He confuses his income with his prin- 
cipal simply because he has a premium. 


CHAPTER V 
INVESTING IN RAILROAD STOCKS 


N approaching the problem of investment in rail- 
road stocks, many of the same questions which 
are raised in bond investing must necessarily be 
considered. While a stock is a very different thing 
from a bond, it is nevertheless true that the strength 
of a railroad stock, from the investment point of 
view, is quite as definitely dependent on the general 
characteristics and demonstrated earning power of 
the property as is the railroad bond. 

But stocks as a class are necessarily in a less secure 
and less protected position than is the average bond. 
It does not necessarily follow, however, that all 
stocks are poorer investments than all bonds. Many 
a stock issue is a high grade investment, and often 
a given stock is entitled to a higher investment rat- 
ing than are some mortgage bonds. 

As in the case of bonds, there are various types 
of stock issues. In the railroad field, however, the 
stock classification is comparatively simple. Ordi- 
narily, we have simply a preferred stock and a com- 
mon stock, and usually the preferred stock issue of 
a railroad is of the ordinary type which simply has 
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preference as to a certain dividend payment before 
the common stockholders are entitled to any return. 
The preference in preferred stock issues varies in 
particular cases. Whereas Atchison, Topeka & Santa 
Fe preferred has a prior right to 5 per cent. annual 
dividends and also a preference over the common 
stock in its claim on assets, the preferred stock issue 
of the Chicago, St. Paul, Minneapolis & Omaha has 
preference only to 7 per cent. dividends but has no 
preference as to assets. There is no fixed rule ap- 
plying to preferred stock requirements. In some 
cases dividends are cumulative and in some cases 
not. In the majority of instances, railroad preferred 
stocks are non-cumulative. 

The investor who contemplates buying a railroad 
stock, be it preferred or common, must start his in- 
vestigation by exactly the same methods that are 
applied when he contemplates investing in railroad 
bonds. He must follow through the financial ex- 
hibits, the operating figures, and the general earn- 
ing power of the property. He must necessarily 
make comparisons with results in prior years and 
with results shown by other properties of the same 
general type. 

But instead of being primarily interested in the 
net or available income required for payment of 
fixed charges, his primary interest is in the amount 
of surplus reported by the road which is available 
for dividend payments. This question of “surplus 
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available for dividends” is an extremely vital one 
and is very frequently misunderstood. For example, 
a standard railroad property like the Atchison, To- 
peka & Santa Fe might report in any one year a 
surplus, after payment of fixed charges, which would 
apparently be equal to 15 per cent. on the outstand- 
ing capital stock. Many investors, therefore, imme- 
diately jump to the conclusion that no less than 15 
per cent. is available for dividend payments; there- 
fore they do not understand why the company is 
paying only 7 per cent. when, as a matter of fact, 
it is reporting 15 per cent. as available for this 
purpose. 

The confusion is due to the false assumption that 
the entire surplus reported by the company in its 
statement is actually available for dividend dis- 
bursements. In the great majority of cases this is 
not true at all. Any railroad of the ordinary type, 
which paid out in dividends its entire surplus rey- 
enues from year to year, would soon find itself in 
financial difficulties. Railroad revenues are subject 
to wide fluctuations, and if a stable dividend policy 
is to be maintained, a wise management will set 
aside each year a substantial portion of its earnings 
for reserve against leaner years. This is sound busi- 
ness policy which applies to all commercial and 
industrial enterprises in the corporate form. 

Any examination of the different railroad reports 
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will clearly show that it is very seldom the case 
that a railroad can afford to pay out its entire sur- 
plus in dividends, even though its revenues are 
unusually stable and its earnings remain at a high 
percentage from year to year. 

Practically every railroad in the United States 
finds it necessary to re-invest a substantial amount 
of its profits in the road itself, and any company 
which does not attempt to follow a sound policy 
of re-investment cannot remain in a healthy state 
for very long. 

On the other hand, the company which makes a 
feature of its re-investment policy and puts back 
each year a high proportion of its surplus into the 
property, steadily increases its credit, improves its 
facilities and builds up its business in a sound and 
permanent way. 

The Atchison, Topeka & Santa Fe system is a 
case in point. During more than twenty years this 
railroad persisted in the policy of limiting the divi- 
dend on its common stock to 6 per cent. per annum, 
only recently increasing the rate to 7 per cent. In 
many years it has earned more than twice its divi- 
dend, but an examination of its financial exhibits 
will show that for nearly a generation the company 
has each year been developing and building up its 
property out of earnings. At the present time it is 
in a remarkably strong position from a financial 
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standpoint. Its accumulated reserves and vast sur- 
plus which have gone back into the property to-day 
probably amount to more than the entire worth of 
the railroad system when it was reorganized a genera- 
tion ago. 

It is primarily because of this sound financial 
policy that its credit and consequently its securities 
stand on so high an investment plane to-day. The 
common stock of the Atchison, Topeka & Santa 
Fe is more truly an investment of high grade type 
than many hundreds of railroad bonds which are 
technically secured by the formality of mortgage 
liens. 

It will, therefore, be seen that in considering the 
investment position of railroad stock issues, the 
financial policy followed by the management over a 
reasonably long term of years is always extremely 
vital. While the bond investor, in making a selec- 
tion of a specific kind, can, in many cases, largely 
ignore the financial policy, this is not true of the 
stock investor. To return to our illustration of 
Erie Railroad bonds mentioned in the last chapter, 
I would point out that the old first mortgages of 
the Erie Railroad system have always remained se- 
cure and good and have continuously sold on an in- 
vestment basis throughout all the reorganizations 
of the Hrie system. This is because their security 
has always been ample. They wefe a lien prior 
to so many other obligations that even the poorest 
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possible management and the most unsound finan- 
cial policy cannot disturb them. 

But in the case of railroad stock issues, which are 
necessarily in a junior position as compared with 
bond obligations on the same system, the soundness 
of the management and its financial policy are para- 
mount. 

Many years ago the Pennsylvania Railroad Com- 
pany continually followed a policy of turning back 
into the property each year about 50 per cent. of its 
surplus earnings and paid out only about 50 per cent. 
in dividends. This traditional policy was the one 
great thing which made Pennsylvania Railroad 
stock for many years practically the premier railroad 
stock investment in this country. In later years the 
Pennsylvania management, like that of many other 
railroads, has not been able to adhere closely to this 
plan. Through no fault of its own, it has been im- 
possible for it to avoid the expenditure of enormous 
amounts of new capital, much only indirectly pro- 
ductive, and this has placed a burden on the com- 
pany which did not exist in the old days. But the 
closer a railroad management can adhere to this 
general principle, the better its credit will be and 
the sounder its junior securities will remain as in- 
vestments. 

Consequently, the investor in railroad stocks 
should be directly interested in the capital liabili- 
ties of the company and the general state of its 
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finances. This will necessarily lead him more di- 
rectly to the company’s balance sheet exhibit than 
might be the case with many bond investors. 

American railroads are capitalized on all sorts of 
bases, the type of capitalization usually having 
evolved out of the necessities and experiences of the 
past. A very large percentage of the older rail- 
road systems in this country have been the out- 
growths of reorganizations and consolidations. Dur- 
ing the period from 1892 to 1899 more than 60 per 
cent. of the railroad mileage in the United States 
went into the receivers’ hands and the properties 
were reorganized. Some of these reorganizations 
were extremely drastic and eliminated heavy capital 
liabilities. Others were only moderately drastic, 
and such reorganized companies were obliged to 
carry along a substantial part of the liabilities 
created under earlier managements. 

Thus we find that in the railroad field a vast di- 
versity of capital liabilities is to be found. Take, 
for example, a company like the New York Central 
Railroad. The present New York Central Railroad 
is the outgrowth of a merger, in 1914, of the old 
New York Central & Hudson River Railroad with 
the Lake Shore & Michigan Southern Railway and 
a number of other properties which were formerly 
controlled but not directly operated. In this 
merger various securities of divisional properties were 
assumed, certain securities were retired, others were 
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created. In addition to this, the older companies 
had years before assumed many liabilities of their 
own in the shape of rental guarantees, guarantees 
on bond issues, and many partial guarantees. Thus 
in this system alone we find a variety of bond obliga- 
tions as first charges against earnings, a consider- 
able number of lease or rental guarantees which are 
direct charges against earnings, a number of sink- 
ing fund requirements for bond issues and other 
items of importance, all of which must be provided 
for before any money is available for the payment 
of dividends. 

The same general situation applies to all of the 
large railroad systems. In many cases the capital- 
ization liabilities of a railroad appear to be in an 
unbalanced condition. In other words, its bond 
obligations may, and often do, represent a very high 
percentage of its total capitalization. In such in- 
stances, it is usually the case that the stock issues 
are weak as investments. Ifa railroad finds it neces- 
sary to consume, say 80 per cent. of its total earned 
surplus in paying actual fixed charges, it generally 
has little money left to use for dividends or for 
improvements. Other things being equal, the best 
railroad stock investment is usually one where the 
bond liabilities represent less than 50 per cent. of 
the total capitalization and where the general earn- 
ing power is sound and satisfactory. 

A case in point is that of the Delaware, Lacka- 
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wanna & Western Railroad. This company has 
practically no direct bonded debt of its own and its 
fixed charge obligations mainly represent dividend 
guarantees on stocks of leased lines. But these divi- 
dend guarantees are not a heavy burden and, as a 
result, a very heavy surplus is available in all normal 
years for dividend disbursements and for property 
improvements. An examination of this company’s 
exhibits for a quarter-century will show that dur- 
ing this period the company has put back into the 
property out of earnings far more than the amount 
of its total capital liabilities. This is the primary 
reason why the stock of the Delaware, Lackawanna 
& Western has been a high grade investment for a 
long series of years. 

The reverse situation is well demonstrated by the 
history of the New York, New Haven & Hartford 
during the past two decades. Many years ago the 
New Haven properties were looked upon as being 
among the best in the country and the New Haven 
stock enjoyed a favorable reputation as a sound and 
seasoned investment. The policy of the company 
in those days was to keep down its capital liabili- 
ties and its fixed charges to the minimum. By the 
terms of its charter the New Haven property was 
not permitted to place any mortgage whatever on 
its main lines and its only bond obligations and 
other fixed charges consisted of assumed and guar- 
anteed bonds on branch lines and certain rental 
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guarantees which it had assumed from time to time. 
As long as this condition continued, the holder of 
New Haven stock was blessed with a high grade 
and well protected investment. 

But in later years the New Haven policy changed. 
An era of expansion set in which may or may not 
have been necessary. Competing lines were bought 
up, the company went into the business of operating 
trolley lines, steamboat companies, and lighting 
plants, and then attempted to acquire control of all 
competing railroads in its territory. The matter 
of capital structure appeared to be completely dis- 
regarded and in the course of time the management 
found itself with a company which was heavily 
overloaded with unprofitable investments and un- 
wieldy liabilities. This situation was necessarily 
accompanied by the downfall of its credit; therefore, 
in the course of a few short years, the stock of the 
New Haven Railroad, which had been a high grade 
investment for so long a time, promptly became a 
doubtful speculation. 

It should be realized that all railroad stocks need 
not be appraised according to the same exact meth- 
ods. While the general factors which affect stock 
investment values are broadly the same for all rail- 
roads, a different degree of emphasis should be laid 
on different factors in different types of railroads. 
An Eastern railroad property in a section like New 
England or the middle Atlantic states, is necessarily 
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more stable in its earning power than a Western 
or a Southern property. On the other hand, the 
possibilities of rapid growth in earning power are 
not usually so great on Eastern properties. Rail- 
road traffic will develop roughly as population den- 
sity grows in a given territory. In the Eastern 
states the ratio of growth in population is generally 
lower than in the Western and less populous sec- 
tions of the country. 

Consequently, there are periods when it may prove 
to great advantage for a man to invest in a Western 
rather than an Eastern railroad stock, especially if 
he is interested in the improvement in the quality 
of his investment and possible increase in income 
return during the years to follow. For example, 
about twenty years ago Union Pacific common stock 
and New York Central stock were selling at approxi- 
mately the same prices, although New York Cen- 
tral was then paying a slightly higher dividend. 
The investor who then considered the relative 
merits of these two stocks might have wisely given 
special weight to the fact that the following twenty 
years would witness a far greater ratio of population 
increase in the Union Pacific territory than in the 
New York Central territory. While Union Pacific 
was a far less seasoned stock than New York Cen- 
tral, it was distinctly a better investment purchase. 
Since that time Union Pacific has increased its 
dividends and since 1906 has been regularly paying 
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from 8 to 10 per cent. New York Central, on the 
other hand, for many years was obliged to cut its 
dividend payment to 5 per cent. and only recently 
has restored the figure to the 7 per cent. of earlier 
days. 

To have bought Union Pacific in 1904 was, there- 
fore, not a speculation, but a farseeing, wise invest- 
ment. The company was even then earning far 
more than its dividend requirement and in no year 
since that time has it failed to earn much more than 
its dividend. During the twenty-year period, the 
policy of pouring back into the property millions of 
dollars of surplus earnings has been persistently 
followed and, consequently, the Union Pacific prop- 
erty to-day is one of the highest grade railroads in 
the United States. The New York Central, because 
of its great traffic stability and favorable territory, 
has also presented a good record, but its average 
surplus earnings have never approached those re- 
ported by the Union Pacific and have never shown 
the same steady ratio of growth. For some years 
the New York Central found it difficult to re-invest 
any of its surplus earnings and as a consequence its 
fixed charges grew faster than would otherwise have 
been necessary. 

As in the case of investment in railroad bonds, 
many general factors should be given vital con- 
sideration, aside from the matters of demonstrated 
earning power, financial structure, characteristics of 
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territory and of tonnage, and so forth. Character 
of management is almost always pretty directly re- 
flected by the records of results. Questions of bank- 
ing control or financial alliances, while interesting, 
do not nowadays loom nearly so large as they did 
twenty years ago. American railroads are, in these 
times, so completely under governmental supervi- 
sion and regulation that the possibilities of unsound 
financial methods are largely eliminated. 


CHAPTER VI 
PICKING PUBLIC UTILITY BONDS 


HE problem of investing in public utility secu- 
rities is necessarily somewhat more compli- 
cated than investment in railroads. The title “ pub- 
lic utilities ” includes several groups or types which 
in many ways are distinctly different. As generally 
understood, public utilities include all so-called 
franchise corporations, such as telephone and tele- 
graph companies, gas companies, water supply com- 
panies, electric light and power, hydroelectric and 
all types of electric traction corporations. 

In brief, a public utility is a corporation which 
it is assumed supplies some public need and which 
is given a more or less exclusive right or privilege to 
supply that need. 

Let us first take up the problem of investment 
in telephone and telegraph bonds. The telephone 
industry is comparatively a new one. Its whole 
history from the time of its inception about forty 
years ago, has been one of experiment and develop- 
ment. It has taken a long series of years, the devel- 
opment of a large number of inventions, and the 
slow but steady education of the public to bring 
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the telephone into general use and make it one of 
the great necessities of modern civilization. After 
this long period of development we have in this 
country finally arrived at the time when to the aver- 
age man the telephone has become an essential part 
of his life and general activities and is no longer 
looked upon as a luxury for the few. 

As a result of this development the telephone in- 
dustry in recent years has become pretty thoroughly 
stabilized. Telephone securities, as a class, are to- 
day a far different type of investment than they 
were even fifteen years ago. In those days, the 
country was dotted with many local telephone sys- 
tems and so-called independent companies which 
competed with each other. In many cases unsatis- 
factory or indifferent service was given, and as a 
result the telephone companies were financially or 
permanently successful in only a few cases. 

The telephone business is the type of industry 
which from its very nature requires operation on a 
large scale and practically without competition. It 
is what is known as a natural monopoly. Success- 
ful telephone service can hardly be expected unless 
an exclusive right to operation throughout a speci- 
fied territory is given to a single company. Where 
two telephone companies exist in a single city side 
by side, confusion and limited service are inevi- 
table. In such instances, it is necessary for a busi- 
ness man or an individual to have two telephones 
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in his house or office to secure the service which he 
naturally wants. 

It has taken many years of experience to con- 
vince the public of this fact. But to-day it is pretty 
generally recognized that we can have good tele- 
phone service only by allowing one organization or 
one group to operate the entire industry. 

Telephone service in the United States to-day, 
taken as a whole, is far superior to that of any 
other country in the world. It is almost completely 
controlled and dominated by the American Tele- 
phone & Telegraph Company, and consequently the 
investor in telephone bonds almost inevitably must 
put his money into issues of this company or of 
its many subsidiaries. A consideration, therefore, 
of telephone bond investments involves a considera- 
tion of the American Telephone & Telegraph sys- 
tem and the matters which are connected with it. 

It should be realized that the investor in a tele- 
phone bond has something more to do than merely 
to examine the financial or income records of this 
company and its subsidiaries. He must first of all 
recognize the fact that the telephone industry, like 
the railroad industry, is carried on under more or 
less governmental regulation. This regulation de- 
fines the policies of the company to a large extent, 
limits the rates charged, but at the same time pro- 
tects the company in its legitimate rights. Of 
course, there are, as in the case of the railroads, 
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political problems continually coming up for dis- 
cussion, and changes in public opinion are impor- 
tant factors in determining the success or failure 
of the business. 

But the investor will begin his study of these 
things by making a close examination of operating 
results. If any particular telephone company is 
not prospering and, although giving efficient service, 
is apparently making little or no money, the answer 
generally will be found in poor management or in 
unsound financial arrangements. Telephone com- 
panies, like all other corporations, are subject to 
human errors and mistakes of judgment, and some 
of the old independent companies went on the rocks 
simply because the management was too visionary, 
too speculative, or financially too weak. But with 
at least 90 per cent. of the telephone industry to- 
day in the hands of one great controlling and 
operating corporation, these weaknesses are largely 
eliminated. 

The test, therefore, in buying a typical telephone 
bond is to determine whether the managerial policy 
of the American Telephone & Telegraph group is 
substantially what it should be. When this fact 
is determined, the further matters of analyzing and 
studying particular securities come in for considera- 
tion. 

Necessarily there is much difference in quality in 
the various bond obligations of the American Tele- 
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phone system and its subsidiaries. A great many 
issues are mortgages on local operating properties, 
some very successful, some only moderately success- 
ful, and some not at all successful. In most cases, 
such obligations are not guaranteed by the parent 
concern and, therefore, their security must depend 
on the actual operating results of the subsidiary 
itself. 

An important consideration for every telephone 
bond investor is the question of location of territory 
and that of density of population. A telephone 
property located in a sparsely settled, unstable or 
stagnant portion of the country is necessarily a 
poorer issue than one located in a thickly populated 
territory like New York City. Furthermore, a bond 
secured on property in a territory showing a steady 
or rapid growth in population, which promises to 
be permanent, is often to be preferred to a bond 
secured on a stable property in a substantial terri- 
tory but which promises little in business growth 
in the future. 

A case in point is that of the Pacific Telephone & 
Telegraph Company. Because of the remarkable 
and persistent growth of the Pacific Coast states in 
population and wealth during the past decade, the 
eredit of the Pacific Telephone & Telegraph Com- 
pany is to-day on a far higher plane than was the 
case ten or fifteen years ago. It will be noted that 
the outstanding mortgages of this company have 
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in recent years sold at unusually high prices, and 
the bonds have remained very stable even in times 
of depression and unsettlement. On the other 
hand, certain local Eastern telephone properties, 
while showing growth in volume of business, have 
often suffered because of over-regulation and arbi- 
trary restriction of rates and, therefore, have not 
been able to increase their profits in any large 
degree. 

A fact in relation to telephone securities which 
should be strongly emphasized is that they represent 
a type of industry which is not seriously affected 
by the business cycle or by a sharp change from 
prosperity to depression. During periods of busi- 
ness unsettlement or depression, the telephone busi- 
ness remains practically as heavy as at other times. 
A reference to the unsettled years of the war period 
and the few years after, when ordinary industries 
showed vast fluctuations in earning power, will show 
that the telephone industry reported actual im- 
provement. This is an outstanding fact which em- 
phasizes the stability of the telephone business and 
the consequent attractiveness of sound telephone 
obligations. 

In the selection of telephone bonds every issue 
should naturally be put to the test of past records 
in earning power of the property, as well as cur- 
rent exhibits and prospects for the future. A given 
telephone issue, unless of a very junior type, will 
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respond in intrinsic strength to changing earning 
power just like any other issue. For example, a 
telephone bond properly secured by mortgage or 
other protection, will be a much better investment 
if the property behind the bond has a heavy asset 
value and has earned the interest requirements 
several times over for a series of years, than one 
which has not the same asset protection and which 
has only recently shown substantial earning power. 
The principles for analyzing bond issues, which have 
already been discussed and will be discussed in other 
chapters, apply as directly to telephone securities as 
to any others. 

The telegraph industry is also one which by its 
very nature is a natural monopoly. In this coun- 
try two great concerns, the Western Union Tele- 
graph Company and the Postal Telegraph Company, 
practically divide the field. These two companies 
handle practically all the business, and, through an 
interchange arrangement, to all intents and purposes 
operate as one. The industry is one which depends 
for its success on giving good service and on satis- 
fying the public demand. But it is also a govern- 
ment-regulated business and has the same political 
problems to face as have the telephone companies. 

The two great telegraph companies in this country 
are well managed and have been for many years. 
They have outstanding a limited number of secu- 
rities, practically all of which are protected by long 
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years of stability in earning power and large and 
growing asset values. 

The greatest modern development in the public 
utility field, however, has been among those enter- 
prises which furnish gas and electric light, electric 
power and electric traction. The development of 
these industries has been an outstanding character- 
istic in the growth of the country during the past 
thirty years. To-day these industries are completely 
stabilized and the lighting and power companies 
particularly have become such an essential and per- 
manent part of our modern life that they could in 
no sense be dispensed with or greatly curtailed. 

As a general proposition, the most attractive 
and highest grade public utility bonds are those of 
gas and electric lighting concerns. There are thou- 
sands of issues in this field and every year witnesses 
the creation of a great many more. 

There are all kinds of lighting company bonds: 
those secured by first mortgages on specific prop- 
erties; those secured by second or junior mortgages; 
those secured by consolidated or general mortgages; 
those which are secured not on one but on a group 
or series of plants. In addition, there are in the 
markets to-day hundreds of public utility bonds 
which are indirectly secured on properties by the 
deposit of collateral which is itself sometimes secured 
by mortgage and sometimes not. 

More than in any other field, there are many 
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bonds outstanding which are secured not on bond 
collateral but on stock collateral. Some of these 
latter are necessarily in a doubtful position from the 
genuine investment standpoint. 

The wise investor in public utility bonds who is 
giving first thought to the security of his principal 
will naturally give preference to those issues which 
are directly secured on stable properties which 
operate in centers of large population or in loca- 
tions which promise steady expansion in the future. 
Where other things are relatively equal, a lighting 
company bond secured by a direct mortgage, in a 
city like New York or Chicago, is naturally better 
than one similarly secured in a town or city of ten 
or twenty thousand people or in a rural district. 
There are probably no higher grade lighting com- 
pany bonds in the United States than the under- 
lying mortgages on the New York and Brooklyn 
Edison properties, and the market prices of these 
bonds directly reflect this fact. 

Gas company bonds are to be judged by the same 
general principles that we have applied to electric 
light issues. As a sound investment principle, pref- 
erence should naturally be given to companies lo- 
cated in the larger cities rather than in the small 
towns or country districts. 

In recent years the development of hydroelectric 
enterprises has gone steadily forward. Hydroelec- 
tric undertakings, where soundly planned and car- 


76 PROFITABLE INVESTING 


ried forward with intelligence and ability, are 
among the most stable of American utility enter- 
prises. The time is no doubt coming when hydro- 
electric development will be carried much further. 
Consequently, well chosen bond investments in this 
field are to be strongly recommended. Some of these 
enterprises have, in the past decade or so, demon- 
strated their stability and strength very effectively. 
Companies like the Niagara Falls Power Company, 
the Northern States Power Company, the Penn- 
sylvania Water & Power Company, and the great 
hydroelectric undertakings on the Pacific Coast, have 
gone far in the general development of this indus- 
try. There have been very few instances where 
hydroelectric enterprises, provided they are soundly 
planned and ably managed, have not more than 
made good. Bond selections in this field, therefore, 
are to be strongly recommended. 

One section of the public utility field which must 
be given somewhat independent consideration is that 
of the electric tractions. It was at one time thought 
that the electric traction business would become as 
stable, from a revenue standpoint, as the steam rail- 
road industry. But this has not proven to be the 
case. Electric street railways for the first twenty 
years of their development and operation, appeared 
to have become an absolute necessity just as had 
the electric light and the telephone. Furthermore, 
it was generally assumed that because of franchise 
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protection, street railways would be certain to in- 
crease in earning power and profits in direct ratio 
with the growth of wealth and population. But the 
rising costs of operation during the last dozen 
years and the wide introduction of the automobile 
and so-called “jitney” service have brought the 
street railway industry into a much more doubtful 
position. 

As a consequence of this change, the investment 
of money in street railway bonds requires great 
discrimination. Even when one confines oneself to 
so-called underlying mortgages on street railways, 
one should act with unusual care. 

There are, of course, a very large number of pub- 
lic utility organizations which supply all types of 
public service, except telephone and _ telegraph 
service. 

The public utility industry has gone through a 
far-reaching but natural evolution within the last 
twenty years. Nowadays, groups of large so-called 
managing and holding corporations operate the great 
bulk of these utilities. These large holding corpora- 
tions control and handle the finances as well as sup- 
ply the service rendered. Of course, these groups 
vary in credit characteristics, in matters of policy, 
and in quality of management. 

The existence of this great structure of holding 
and management companies has opened up to the 
investor a very broad field for the placing of his 
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funds. There are many opportunities for diversifi- 
cation of investment capital which did not exist 
twenty years ago. A man may, through investing 
in a holding company obligation, actually diversify 
his funds into every section of the United States, 
and still have his money entirely in a few issues. 
The selection of holding company securities neces- 
sarily involves special study in each case. Sound 
methods for passing upon individual issues, involv- 
ing a research of past and an examination of current 
results, an analysis of territories covered and the 
public attitude in those territories, are all essential. 

Another group of public utility issues are the vari- 
ous private corporations which supply water to 
towns and cities. While a high percentage of the 
water supply plants throughout the United States 
are owned and operated by the municipalities them- 
selves, yet there are numerous cases where the water 
supply is furnished by private corporations. 

As a general proposition, the properly protected 
bond obligation of a water supply company is a very 
sound investment. There is hardly any industry in 
this country which is more stable in earning power 
than a water supply company, provided it has a 
sound franchise and a permanently protected field. 
The most essential commodity in the world for every- 
body is water, and the use of water cannot fluctuate 
to any great extent with changes in business condi- 
tions. Consequently the only vital problem with 
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a water supply company is to be certain of having 
available water and having reserve supplies suffi- 
cient to eliminate the damages of shortage. Water 
supply bonds for the most part sell on a high in- 
vestment basis and are favorably regarded in all the 
conservative investment markets. 

In the general field of public utility bonds, there 
are opportunities for investment diversification 
which do not exist in an industry like steam rail- 
roads. While one can follow a limited diversifica- 
tion policy in the selection of railroad investments, 
it is also true that railroads, as a whole, respond to 
certain general fundamental influences and to some 
degree, at least, rise or fall together. On the other 
hand, in the public utility field, the effects of fluc- 
tuating business conditions and the rise or fall of 
prosperity are never so far-reaching or permanent. 
In brief, the element of stability in these types of 
industries is always very high. 

Consequently, the public utility investor who 
places a portion of his funds in gas and electric 
lighting bonds, a portion in power company bonds, 
a portion in telephone or telegraph bonds, a portion 
in water bonds, and a portion in very carefully se- 
lected traction bonds, may achieve a very unusual 
type of general safety and sound diversification. 


CuHapter VIL 
PICKING PUBLIC UTILITY STOCKS 


ITHIN the past few years the field for the 

safe investment of funds in the stock issues 
of public utility enterprises has developed enor- 
mously. A dozen years ago public utility stock in- 
vestments of real character and stability were few 
and far between. True, we have for a long series 
of years witnessed the expansion of the American 
Telephone & Telegraph Company through successful 
stock financing, but in other departments of the pub- 
lic utility field, stock financing has been a purely 
latter-day development. 

The reasons for this situation are not far to seek. 
Although public utilities, as a whole, have now be- 
come pretty thoroughly stabilized in this country, 
yet as compared with steam railroads, their history 
is a short one. Like all new industries, the question 
of finance has been paramount and the difficulties of 
securing capital for the development of new utilities 
have in the past involved many serious problems. 
It was necessary, during the first stages of develop- 
ment of the industry, to do a great deal of financing 
through the issue of mortgage bonds. To find the 
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capital for the proper building up of electric light 
and power undertakings and for the development 
of traction lines, the promoters and managers in 
past years almost inevitably found it necessary to 
give exceptional security to secure substantial 
amounts of investment capital. 

If we look back over the history of the public 
utility field of the past twenty-five years we will 
notice that the development of the outstanding en- 
terprises has been accompanied by the issuing of a 
great variety of bond obligations, many secured by 
strong, direct mortgages, others by consolidated 
or junior mortgages and many by other types of 
collateral. 

In addition to this, the history of the movement 
has, in the latter years at least, been largely a con- 
solidation development. The inception and growth 
of the great public utility managing and holding or- 
ganizations has involved the merging of many types 
of producing plants, large and small, practically all 
of which had already been bonded or placed under 
some type of financial obligations. Thus we find 
that in the public utility field, as in the railroad 
field, many types of securities have been created and 
exist to-day as a direct result of circumstance or 
necessity. 

It is true that a few public utility undertakings 
of earlier days were financed mainly through the 
issue of capital stocks. This was notably true of a 
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number of electric lighting companies in the large 
cities like New York, Brooklyn, Detroit, and Bos- 
ton. These companies, even twenty-five years ago, 
were financing their needs mainly through issues of 
stock and only occasionally put out mortgage obliga- 
tions of any kind. The result of this policy is 
shown in their condition to-day. These large com- 
panies are outstanding as concerns which are bur- 
dened with relatively small fixed charges and in most 
cases they have rewarded their stockholders with 
liberal and increasing dividends for many years. 

With the modern stabilization of the mdustry, 
however, the tendency towards stock financing has 
grown with great rapidity. To-day the best of the 
public utility operating companies in the fields of 
gas and electric light and power are doing more and 
more financing, through the issue of preferred and 
common stocks. Notable instances of this are cases 
like the Pacific Gas & Electric Company, the South- 
ern California Edison Company, the Duquesne Light 
Company, the Detroit Edison Company, the Edison 
Electric Illuminating Company of Boston, and 
numerous smaller plants. 

When we turn to the larger field of public util- 
ity groups represented by holding or managing com- 
panies, we find that the best and most successful of 
them are more and more tending to issue stock obli- 
gations when they need new capital for extensions 
or improvements, rather than to issue additional 
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amounts of bonds even when they would find it an 
easy matter to float fixed interest-bearing securities. 

There are several sound reasons why public utility 
stock investments have been placed on the market 
so successfully during the past few years. In the 
first place, the more seasoned and stabilized condi- 
tion of the industry as a whole has created a great 
deal more confidence regarding its future success 
than formerly existed. The demonstrated stability 
of earning power of sound public utility propositions 
during the war years and those immediately suc- 
ceeding has awakened the public mind to the fact 
that these companies are carrying on essential in- 
dustries which are practically certain to continue 
in their present form or become even more stable 
as the years go on. 

Another reason why public utility stocks have 
come to the front so strongly is that farseeing man- 
agements have been recognizing the great value of 
having employees and consumers become part own- 
ers in the companies. Persistent selling and educa- 
tional campaigns have been carried on for some years 
among the actual consumers of public utility prod- 
ucts and these campaigns have been so successful 
in educating the public that a new source for the 
permanent investment of capital has been found at 
the doors, as it were, of the companies themselves. 
As an illustration of this, the Pacific Gas & Electric 
Company and other California companies have 
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among their permanent common and preferred stock- 
holders many thousands of their consumers and this 
situation has developed all along the line with the 
greatest and most efficient organizations. Beyond 
this, the growth of employee-ownership has reached 
very remarkable proportions in many sections of 
the United States. 

But the popularity of public utility stocks, espe- 
cially preferred issues, has grown with the times 
because of the fact that an increasing proportion of 
the American public are becoming investors and 
are constantly seeking for securities of small de- 
nominations. It is difficult to select a large number 
of really good bond investments in small denomina- 
tions, but the field is practically unlimited for the 
purchase of stocks the denomination of which in no 
case is higher than $100. Consequently these secu- 
rities are steadily spreading into broader and broader 
fields and among all ranks in the American army of 
investors. 

To judge public utility stocks one must, of course, 
give special attention not merely to the general 
financial structure of the company, but to the char- 
acter of its management and its managerial policy. 
As in the case of the steam railroad stockholder, 
the problems of management and current financial 
condition loom larger than might be the case with 
a bondholder who is additionally protected by a 
well-secured mortgage on valuable property. 
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In the earlier days of public utilities, it was 
thought that the best asset of the typical company 
was its franchise. At that time mortgages were often 
issued directly on the more or less intangible fran- 
chise value and were regarded as good investments, 
mainly on the theory that the franchise would con- 
tinuously become more valuable as the company 
grew and that in any event it would always be 
worth much more than the physical property. 

But in recent years it has been pretty well dem- 
onstrated that franchises in themselves are often 
of little or no value, and sometimes their terms are 
such as to make them develop into distinct liabili- 
ties. Take, for example, the case of the Interbor- 
ough Rapid Transit Company of New York City. 
The contracts and franchises under which it operates 
were twenty years ago thought to be of unlimited 
value. To-day they are a great menace to the com- 
pany and have resulted in almost wrecking the 
property during the past eight or ten years. The 
terms of the franchise limiting the rates which 
the company was guaranteed have resulted disas- 
trously in these days of high operating costs. 

Therefore, in examining a public utility property 
nowadays, the more indeterminate and limited the 
franchise is, the better it often may prove for the 
security holders. The real point to be considered 
is, not the franchise, but the ability of the company 
to satisfy its public through efficient operation and 
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the supplying of good service. Where a public 
utility lighting company is furnishing its public with 
superior service, one hears very little agitation re- 
garding the injustice of rates, or the monopolistic 
character of the business which is being carried on. 
It is, of course, true that political agitation is al- 
ways present, and there is always a small minority 
of noisy agitators who advocate putting the screws 
on the companies, wrecking them if possible, and 
turning the utilities over to public management. 
But the influence of this type of sentiment is be- 
coming less and less effective as the industry is 
becoming more stable and as efficiency is developing 
in the service rendered. 

It therefore seems to me that, from the present 
standpoint at least, the man who is over-concerned 
regarding the political dangers of investing in pub- 
lic utility issues, is tending to borrow trouble. Of 
course, there are exceptions, but as a whole the 
dangers of effective agitation in favor of public 
operation have passed. We have had many disas- 
trous experiments during the past ten years demon- 
strating the economic unsoundness of the operation 
of utilities of this type by inefficient political bodies. 

In studying public utility properties with a view 
to investing in their stock issues, one should first 
classify them into their several different types. 
First, there are the companies whose business is 
simply that of supplying gas in municipalities for 
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light or heat. Second, there are those companies 
which exclusively supply electric light and electric 
power in cities, towns and other concentrated cen- 
ters of population. Third, there are those com- 
panies which confine their work to hydroelectric de- 
velopment, involving the supplying of electric power 
for several purposes — lighting, water and electric 
power for traction companies and other purposes. 
Fourth, there are the electric traction concerns them- 
selves, which furnish electric railway service in the 
cities, the suburbs, and through the operation of 
interurban lines, some of which secure their power 
from other companies and some of which have their 
own power plants. Fifth, there are the companies 
which exclusively supply water to municipalities. 
And then we have, finally, the telephone and tele- 
graph companies which confine themselves to their 
own particular product. 

These classifications, of course, can be applied 
only to specific companies which concentrate wholly 
in these several fields. In the great majority of 
cases the public utility companies whose securities 
come on the markets do more than supply one of 
these types of service. While there are outstand- 
ing instances of gas supply companies, such as the 
Peoples Gas Light & Coke Company of Chicago, it 
will be found that most of the larger gas companies 
do much more than merely supply gas. 

For example, the Consolidated Gas Company of 
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New York, while exclusively supplying all the gas 
for light and heat in Manhattan Island and certain 
other parts of the city, also owns the New York 
Edison Company from which its income is far greater 
than it is from the gas business. Thus any in- 
vestor who puts his money into Consolidated Gas 
stock is really investing more in the electric light 
and power industry than he is in the gas industry. 

This situation exists all over the country. One 
can purchase stock of the Commonwealth Electric 
Company of Chicago and his investment will be in 
the electric light and power industry. This would 
be also the case if he purchases Philadelphia Elec- 
tric Company stock. But if he invests in stock of 
the Pacific Gas & Electric Company, he is not only 
an investor in gas and electric light and traction 
service but he is even more an investor in one of the 
largest and most successful hydroelectric power con- 
cerns in the United States. 

This general diversification throughout different 
types of public utility activities is, of course, more 
outstanding when one invests in the obligations or 
stock issues of the so-called holding or managing 
companies. If one purchases stock of the Electric 
Bond & Share Company, for example, one immedi- 
ately becomes an investor in gas, electric light and 
power, electric traction and hydroelectric power 
services distributed practically throughout the en- 
tire United States, and to some extent in foreign 
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countries. One’s interest in this case is tied up with 
the success of companies like the American Power 
& Light Company, the Lehigh Power Securities 
Corporation, the American Gas & Electric Company 
and other concerns which themselves control operat- 
ing plants throughout the American continent. So 
in determining on the wisdom of an investment in 
Electric Bond & Share Company stock, one would 
naturally examine not only the financial exhibits 
and record of this company itself, but also the 
financial exhibits and records of the American Power 
& Light Company, the American Gas «& Electric 
Company and other holding companies which are 
identified with it, and then go still further and 
examine the exhibits of the actual operating 
companies which are controlled directly or indi- 
rectly. 

It is only in this way, by following through the 
maze of underlying or overlapping activities in this 
greatly diversified public utility field, that one can 
satisfactorily analyze the position of the securities 
in which one invests. 

It will readily be seen that this examination of 
subsidiary properties and operating plants is often 
much more important to the stockholder than to the 
pDondholder. A bondholder in a subsidiary com- 
pany like the Southwestern Power & Light Com- 
pany or the Pacific Power & Light Company, need 
not concern himself so much about the condition of 


90 PROFITABLE INVESTING 


the controlling corporation as he needs to give atten- 
tion to the character of his mortgage. But the 
stock investor, who is in reality a partner in the 
whole gigantic enterprise, is necessarily interested 
in the proposition as a whole. 

The most popular form of modern public utility 
stock investment is the preferred stock. There are 
many types of public utility preferred stocks in 
the markets to-day which did not exist even half 
a dozen years ago. We find issues which have pref- 
erence as to assets and as to dividends, limited to 6 
per cent. or 7 per cent. as the case may be; others 
having prior claim on certain dividends but sharing 
with the common stocks in additional dividends 
when such are earned; still others carrying im- 
portant convertible privileges, giving the holder the 
right, in some cases, to convert his issue into com- 
mon stock or to convert his stock into bonds. These 
various options which have been attached to modern 
public utility preferred stocks have, of course, in 
most cases been created as a result of necessity or 
for inducing investors to buy. 

The convertible privilege is not a new idea. In 
the railroad field twenty or thirty years ago a great 
many convertible bonds were issued which gave the 
holder the right, at certain periods, to convert into 
stock. The theory of this scheme was that a con- 
vertible bond would appeal to a wide public who 


PICKING PUBLIC UTILITY STOCKS 91 


wished to invest in something which had special se- 
curity but which would rise in price with the in- 
creasing earnings of the company. Thus developed 
the old saying that “the convertible bond was in- 
vented for the man who had promised his wife not 
to speculate in stocks.” For, of course, if the stock 
went up, the bond would go up also and thus the 
holder would have a chance to reap the same profit 
as the stockholder without running the stockholder’s 
risks as to principal. 

This theory is sound enough, the only difficulty 
being that it seldom works out very satisfactorily. 
It is only in rare cases that a convertible preferred 
stock gets much benefit from an improvement in 
the value and income of the common stock issue; 
for in the majority of cases the company with high 
credit and large current earning power does not find 
it necessary to offer special inducements to sell its 
securities. It is able to command all the capital it 
wants on a purely business basis and, therefore, if 
it puts out a preferred stock, it does not offer any 
faney options. 

But the primary motive in investing in a public 
utility preferred stock should not be the opportunity 
to make a “killing”’ This opportunity or option, 
if there is one, should be regarded as merely in- 
cidental. The investor’s main thought should al- 
ways be to consider first the intrinsic quality of 
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the stock itself; whether the company is overcapi- 
talized as to prior liabilities or not; whether its 
demonstrated earning power and plainly visible 
prospects for the future justify the investment. 
And, most of all, whether the management is able 
and efficient enough to cope with the ever changing 
conditions in its territory, the political agitation, 
the dangers of injurious legislation; and, further, 
the financial resourcefulness of the controlling in- 
terests. When he has satisfied himself on these im- 
portant points, he is in a position to consider the 
problem as to whether it is the time for him to 
buy and whether the yield which he is to receive 
is reasonable and satisfactory. 

In the field of public utility common stocks, the 
speculative element, of course, stands out more 
strongly. But while the rapid increase in value of 
certain public utility common stocks, especially those 
of holding companies, has recently created wide in- 
terest, there are a respectable number of really high 
grade and seasoned common stocks in this field which 
have presented a splendid record as high grade in- 
vestments and have returned to their owners steady 
and substantial and, in some cases, increasing divi- 
dends for many years. What better common stock 
investment could the typical investor have had dur- 
ing the past years than the stocks of the Common- 
wealth Edison Company, the Brooklyn Edison Com- 
pany, the Detroit Edison Company or the Edison 
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Electric luminating Company of Boston? These 
are not speculative issues. They are not traded in 
for profit from day to day to any great extent, but 
have proven very lucrative things for the modern 
up-to-date investor to have in his strong box. 


CHaptTerR VIIL 
SELECTING INDUSTRIAL ISSUES 


NVESTING in stocks and bonds of industrial 
enterprises involves many questions which do 
not require so much consideration in more definitely 
classified fields, such as the public utilities and the 
railroads. As generally understood in Wall Street, 
an industrial security is an obligation of any kind 
of producing or distributing concern which is not a 
steam railroad or a public utility. It will thus be 
seen that the title itself has a very broad meaning 
and includes so many types of productive activities 
that few general rules for analysis can be safely 
applied. 

The outstanding types of industrial corporations, 
the securities of which are known generally in the 
financial markets, are the great steel and iron pro- 
ducing and manufacturing companies, the many 
concerns which carry on the business of copper 
production and distribution, the many great petro- 
leum producers, the companies identified with the 
motor and allied industries, the great distributors, 
wholesale and retail, of all sorts of manufactures and 
miscellaneous goods, the great chain store corpora- 
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tions, the many concerns whose activities are con- 
fined to the textile industries, the paper and pulp 
manufacturers and distributors, and an unlimited 
number of other concerns which carry on the trade 
and commerce of the nation. Included in the gen- 
eral industrial classification are distributing and 
transportation concerns, the great mail order houses, 
steamship companies, and other activities of this 
type. 

To consider this great maze of corporate activity 
as a whole, and to judge the value and desirability 
of its securities, it is necessary, first of all, to give 
special attention to the individual characteristics of 
each corporation. One cannot generalize as in the 
case of a uniform group of industries like the rail- 
roads. It is utterly foolish to compare the methods, 
the markets or the general financial exhibits of a 
chain store company with a copper producing cor- 
poration. It would be absurd to put the same tests 
to the stock issue of a moving picture concern that 
one would put to the stock issue of a company 
manufacturing cotton goods in New England. 

But in spite of the miscellaneous character of 
the many producing activities classified as indus- 
trials, there are certain fundamental methods 
whereby one can, with great safety, judge as to the 
worth and value of their obligations. It is an old 
saying that the proof of the pudding is in the eat- 
ing, and this applies with great force to all business 
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concerns. Demonstrated success is the one out- 
standing fact which justifies confidence in the out- 
look for any particular business, and thus the in- 
vestor will always, as a first test for an industrial 
security, carefully consider the results already ob- 
tained. Let us, to bring this thought clearly out, 
examine the record of the United States Steel Cor- 
poration. Here is a company successfully making 
profits, through good times and bad, by the produc- 
tion and distribution of essential commodities with- 
out which modern civilization could not go on. The 
business is a competitive one to a large degree, but 
the main secret of success for this corporation has 
been its development of modern and efficient pro- 
ducing methods and its consolidation of producing 
forces on a large scale under scientific management. 
The United States Steel Corporation, which was 
the outgrowth of experiment and experience in ear- 
lier days, so dominates the steel and iron industry 
that only a disastrous change in its managerial poli- 
cies could dislodge it as one of the great permanently 
embedded enterprises of the country. 

The Steel Corporation does everything in the gen- 
eral process of the manufacture of steel products. It 
owns the mines from which it secures its iron ore. It 
owns the railroads and steamship lines which trans- 
port its raw material to its manufacturing plants. 
It manufactures, by means of the most modern sci- 
entific methods, all kinds and qualities of steel and 
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iron materials, and it has its own far-reaching organ- 
izations for the distribution and sale of these ma- 
terials. It is so organized that it can distribute its 
products to any part of the world in competition 
with others. 

Like many of the industrial corporations which 
exist to-day, the United States Steel Corporation 
was originally very heavily over-capitalized. But 
because of the type of management which has pre- 
vailed and the far-sighted policy of its owners, its 
securities to-day all stand on a high investment 
plane and even its common stock has changed, dur- 
ing the past two decades, from an uncertain specu- 
lation to a high grade investment. The person who 
to-day contemplates placing funds in the stocks of 
the United States Steel Corporation is highly pro- 
tected in practically every way by the record which 
has been shown and by the current condition of the 
corporation. The assets back of the outstanding 
securities have been allowed to accumulate heavily 
for many years and thus, even if the business were 
liquidated to-day, the common stockholders would 
be the recipients of a great reward. 

Reference to other companies in this line of busi- 
ness will show many of the same conditions but to 
lesser degree. It can be easily demonstrated, through 
an examination of past records and of current con- 
ditions, which steel and iron companies are worthy 
of attention by the investor and which are not. 
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There are those companies which suffer severely dur- 
ing periods of depression and whose financial or other 
resources are not great enough to enable them to go 
through a period of reaction. Such companies, it 
will be found, suffer either because of the specialized 
character of their business, the limited features of 
their markets, or because of less efficient and less 
far-seeing management. 

One can go right down the line of typical indus- 
tries and see on every hand the primary causes of 
success or failure. We might take, for example, the 
automobile industry. Considered as a whole, there 
has been no industry in the United States in modern 
times which has shown such remarkable expansion 
and steady growth of stability as has this industry. 
This remarkable growth, of course, is largely due to 
the development of the gasoline motor and the 
steady increase in its use by the masses throughout 
the country. And yet, while the industry as a whole 
has progressed and grown larger and more stable 
from year to year, it is a very easy matter to pick 
out the particular companies which present a long 
record of success and those companies which have 
either failed to make good or are constantly in a 
precarious condition. The test is in the record, and 
the favorable records of the successful companies, 
for the most part, have been brought about by 
superior methods of management. Automobile 
manufacturing and selling is a comparatively new 
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industry, and the former generation knew nothing 
about it. Consequently the last twenty years have 
been a period of experiment to a very large extent. 
The successful automobile companies have not nec- 
essarily had the advantages of superior financial 
backing, as some of the most outstanding successes 
have started from practically nothing but an idea. 
The Ford Motor Company, the most successful or- 
ganization of its type in the world, started business 
practically without a dollar. And yet to-day it is 
richer than any other concern of its size in the world. 
The secret of success has always been tied very 
closely to its managerial policy. 

If we turn to other typical industries, such as, for 
example, the mail order concerns or the great chain 
store companies, we will again find that the out- 
standing factor has been superior management in the 
case of those which have succeeded greatly. There 
is no monopoly in a mail order or chain store busi- 
ness or any similar type of enterprise. And yet some 
companies have made vast fortunes while others 
have fallen by the wayside. The success of great 
concerns like the Woolworth Company or Montgom- 
ery Ward & Company has been due, once more, 
to the wisdom and far-sighted methods of the 
managers. 

There are, of course, certain types of industry 
which are affected more vitally by general funda- 
mental influences and which sometimes come upon 
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hard times even under the best of managements. 
This is true of businesses engaged in the manufac- 
ture of textiles, of leather goods, and of many other 
types of manufactures. Variations in demand and 
supply, and the expansion or limitation of markets, 
affect such industries very vitally. Consequently, 
the element of stability is never so great as in the 
case of enterprises not so affected. 

During the severe depression of 1920 and 1921 
an enormous number of representative industrial 
corporations of the country suffered so severely in 
their earning power and financial condition that their 
securities declined precipitately and vast losses were 
incurred by the holders. This was a fact, not only 
with poorly managed companies, but also with many 
which had enjoyed the best of management and had 
shown great efficiency in the production or distribu- 
tion of their goods. But even in this connection we 
will find, on an examination of records, that man- 
agerial policy had a great deal to do with their 
condition. 

Sound management involves not only ability to 
produce and distribute goods successfully and effi- 
ciently, but also sound methods of financing and 
intelligent foresight regarding trade conditions. The 
great industrial concerns which have suffered the 
most in the period of depression were those whose 
managements misjudged conditions and allowed 
themselves to over-stock with goods or over-extend 
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themselves in the matter of liabilities. The concerns 
which foresaw the danger ahead weathered the storm 
for the most part far more successfully than did the 
others. 

From what I have said it will be seen that, as a 
class, the securities of industrial companies are not 
to be looked upon as being on so stabilized a plane 
as are securities of public utility corporations or of 
steam railroads, and the market prices and general 
reputation of such issues bear out this fact. An 
industrial bond, well secured by a good mortgage, 
with a large margin of safety in earnings and high 
asset value, will generally sell in the markets lower 
than a similar bond with equal general security on 
a public utility property or a steam railroad. The 
same fact applies to most industrial stocks. The 
investment risk is almost always greater, and there- 
fore the yield to the investor must necessarily be 
higher to compensate for this risk. 

But because the element of stability in industrial 
enterprises is not so outstanding as in certain other 
fields, it is not to be assumed that there are no really 
high class investment bonds or stocks in the indus- 
trial field. The markets are full of attractive and 
seasoned industrial issues, and all investors who 
wish to diversify their investment capital intelli- 
gently should place at least a portion of their 
funds in well tested and strongly protected indus- 
trial securities. 
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The field for bond investment among industrials 
is far more limited than that of stock investment. 
While there are many industrial concerns with bond 
issues outstanding, the supply of such issues is rel- 
atively limited. This is largely due, of course, to 
the fact that the industrial activities of the country 
have only been converted into large units and into 
corporate forms within the last generation. While 
certain outstanding concerns have been the outcome 
of consolidations in the past, the majority of them 
have not, and have simply grown up in size with 
the general expansion of production and of consum- 
ing demand. The chain store companies have all of 
them grown from a single unit. Most of the automo- 
bile manufacturing companies have grown in this 
way, and while the outstanding steel and iron con- 
cerns are partly the outgrowth of consolidations, yet 
these consolidations have not been numerous and the 
plants taken in have always been limited in number. 
This is in striking contrast with the development 
which has been taking place in public utilities and 
steam railroads for many years past. Consequently, 
an industrial company of the typical order may have 
outstanding only one or two bond issues, whereas 
a railroad or public utility of the same size might 
easily have twenty to fifty different issues out- 
standing. 

But in the limited field of industrial bonds there 
are opportunities sufficient to satisfy any discrimi- 
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nating buyer. The most desirable issues are, of 
course, always the most seasoned bonds with the 
best mortgage protection and with a high percent- 
age of earning power back of them. A bond like 
United States Steel Corporation 5s is, so far as 
security is concerned, as high grade as one could 
wish, and its price quite reflects this fact. Other 
issues, however, are plentiful which generally yield 
more than the current rate of interest, sometimes 
offer very distinct bargains, and at the same time 
are as strongly protected as any railroad bond. 

But naturally the industrial bond which is an obli- 
gation of a company whose record has demonstrated 
special stability, is always to be preferred to one 
which has not been uniformly protected in this way. 
Many industrial bonds have special mortgage secur- 
ity which gives them unusual strength. Such issues 
will stand up well even in periods of extremely poor 
business. For example, a bond like Armour & Com- 
pany Real Estate 44s will always hold a high invest- 
ment position because of the great value of the real 
estate on which it is secured, whereas another bond 
in the same type of industry, like Wilson & Com- 
pany First 6s, is immediately affected by a bad busi- 
ness situation. It will be seen that one cannot over- 
emphasize the importance of careful analysis of 
every industrial mortgage that one contemplates 
purchasing. 

It is, of course, in the field of stock investments 
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that industrials offer the best opportunities. There 
are thousands of industrial stock issues quoted in the 
markets of the United States and nearly all of them 
have some element of speculative value as well as 
of investment worth. Confining our discussion pri- 
marily to those with real investment worth, it is 
possible to point out the types of issues which should 
be given favorable consideration. 

Among the best known industrial preferred stocks 
which, through long periods of time, have proved 
their worth and steadily developed in investment 
stability, are outstanding issues like the American 
Car & Foundry preferred, American Brake Shoe & 
Foundry preferred, United States Steel preferred, 
Bethlehem Steel preferred, Railway Steel Spring 
preferred, and Corn Products preferred. These are 
all issues which were created many years ago and 
which, at their inception, appeared to carry serious 
speculative elements. But through a long record 
of successful management during both good times 
and bad, these issues have steadily grown in invest- 
ment strength and have now for many years been 
classified as thoroughly high grade. 

But an industrial preferred stock investment, like 
most other preferred stocks, is limited as to its future 
unless it carries something like a convertible priv- 
ilege or shares in some way in an increase in earning 
power. The real investment opportunity in the in- 
dustrial field has necessarily been among common 
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stocks or plain stock issues. This, of course, is also 
the field of speculative issues, but the type of com- 
mon stocks which can be classified as primarily 
investment propositions are easily distinguished by 
a careful examination of the enterprises themselves 
and by the past records and current policies. 

. Probably it would be hard to find many more 
satisfactory and better investments than industrial 
stocks like General Electric, Pullman Company, 
American Car & Foundry Company common or the 
F. W. Woolworth Company. This could not always 
be said of these issues for all of them in their early 
days were speculations and not investments. But 
in each case they have, through the processes of time 
and experience, so changed in characteristics and 
have come to be so highly protected by assets and 
earning power, that they can now only be classified 
as high grade investments. Of course, this improve- 
ment in the quality of these issues has been reflected 
largely in the increases in the market prices. These 
increases in price have been due partly to greater 
intrinsic worth, but even more due to increased divi- 
dend returns. A stock like General Electric, selling 
at a high premium nowadays, shows a very satis- 
factory return on the money to the investor and 
offers the added inducement that still larger divi- 
dends may be paid in the future. 

The above are types of the premier industrial 
common stock investments. Following these are 
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many degrees of desirability or undesirability. Hun- 
dreds of issues could be named which are more in 
the investment than in the speculative class. Many 
such are at times unusual bargains for the discrim- 
inating buyer. Of course, as in the case of practi- 
cally all securities except those of the very highest 
grades, industrial stocks fluctuate in price in accord- 
ance with changing business conditions. A stock 
like United States Steel common, for example, may 
decline twenty-five points in a year of depression 
and rise fully as much or more in a year of prosper- 
ity. And yet, its intrinsic or asset value may all 
the time be steadily increasing. 

It must be emphasized, therefore, that the prob- 
lem of investing money in all industrial common 
stocks, in many preferred issues, and in some bonds 
makes it necessary that the investor give unusual 
attention to the broad fundamental factors, such as 
the general business cycle, the effects of political 
changes, the ebb and flow of trade and of prosperity 
or depression. More than any other class, industrial 
securities reflect the trend of business conditions. 
While, consequently, a man may safely select in- 
dustrial securities at any time for the purpose of 
placing his money safely at work at a definite re- 
turn, yet he is offered unusual opportunities for 
buying just such issues on a favorable level and at 
bargain prices, provided he gives full and proper 
attention to the general factors mentioned. 
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In a later chapter I shall elaborate the advan- 
tages of an investment policy which gives proper 
weight to the influences of the business cycle and 
will show how important this side of the question 
is for every investor in industrial securities. 


CHAPTER IX 
SELECTING PUBLIC SECURITIES 


HE term “ public securities” embraces what 
are more clumsily designated as “ government 
and municipal obligations.” This includes all pub- 
lic debts, in any form, of nations, states, counties, 
cities, towns and villages or other civil divisions. 
One of the most outstanding facts of modern civ- 
ilization has been the tremendous expansion in the 
creation of civil obligations of one sort or another. 
To the average observer not familiar with general 
finance, the increase in government debts, brought 
about during the last ten years as a result of the 
great war, appears to account for most of the 
growth in public indebtedness. But this is only 
partially true. During the same period of ten years, 
during which the civilized world has been plunging 
into war debts, steady expansion has taken place in 
the outstanding obligations of all minor civil divi- 
sions throughout the United States and in all the 
other important countries of the world. At the 
present writing, the aggregate indebtedness of states, 
counties, municipalities, and other civil divisions in 
the United States alone is estimated to be in excess 
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of ten billions of dollars, as compared with less than 
a third of this amount only twenty years ago. 

The growth in the number and amount of muni- 
cipal debts has logically kept pace with the growth 
of the country in wealth and population, and with 
the constant development of modern methods for 
maintaining and improving the general standard of 
living of the people. New needs are constantly de- 
manding new expenditures in all sections of the 
country. For instance, the introduction and general 
use of the automobile have created an insistent de- 
mand for good roads in every state. Roads cannot 
be built without the expenditure of money, and this 
money, for the most part, can only be obtained by 
the creation of bond issues by the states, counties, 
cities and towns. This one development, therefore, 
has had considerable to do with the expansion 
in volume of public obligations during the past 
decade. 

Moreover, the tendency of the times has every- 
where been in the direction of introducing improve- 
ments and modernizing public property in the towns, 
cities, and rural districts. There has been an insist- 
ent demand, with increasing wealth in the United 
States, for better public buildings, better schools, 
better water supply and sewerage systems, better 
pavements, more and better parks and playgrounds. 
These things have made it necessary for munici- 
palities to spend far more money than ever before 
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and consequently have been a great force in the 
tendency toward increasing public debts. 

This rapid expansion of the obligations of cities, 
towns, and counties has sometimes been wasteful 
and extravagant. In these days of high cost of 
living and heavy taxes, the capitalist and the in- 
vestor persistently turn, so far as possible, to quar- 
ters where the tax burden may be lightened. Under 
the laws of the states and of the nation, municipal 
obligations of all kinds, unless specifically excepted, 
are entirely exempt from all taxation. Consequently, 
even in its days of greatest need during the war, 
the Federal government could not levy taxes on the 
obligations of states or their subdivisions, nor on the 
national debt which had already been created. 

The abnormal situation which developed during 
the war years, therefore, naturally served greatly to 
broaden the market for the sale of municipal secur- 
ities. This acted as an incentive for municipalities 
in general to spend money rapidly in all sorts of 
improvements. 

Another factor which has recently tended to in- 
crease municipal debts has been the generally in- 
flated condition of all values, including land values, 
as compared with earlier days. The limit to the 
debts of municipalities is based, for the most part, 
on the assessed valuations of all property embraced 
in the particular community. As these valuations 
have risen there has naturally been an equal ex- 
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pansion in debt limits and this has opened up the 
possibility for greatly increased issues of bonds. 

To study municipal or government obligations 
from the investment standpoint, one necessarily 
employs quite different methods than would be the 
case in analyzing corporation securities of any kind. 
Municipal bonds are not mortgages; they are not 
dependent for their strength on earning power or 
operating results; and their position does not de- 
pend, as in the case of corporation securities, on the 
effects of competition or the condition of markets. 

But municipal securities have a bulwark of 
strength in the fact that they are, in effect, a direct 
and first lien on the entire wealth and resources of 
every community except in cases where there is 
some specified restriction. In brief, they are pro- 
tected by the taxing power of the state. The state 
or civil division is the supreme power in its partic- 
ular locality, and taxes are always a first charge 
against all the citizens of a community and all the 
taxable property in that community. Consequently 
the municipal obligation receives its strength di- 
rectly from society, as taxes, being a first lien, must 
be paid before anything else is paid. If a tax on 
real property is not paid, the municipality or state 
can sell the property at auction for the purpose of 
collecting the unpaid taxes. 

This is the outstanding fact to be remembered by 
every one who contemplates investing in public se- 


112 PROFITABLE INVESTING 


curities. Starting from this fact, the proper method 
in the selection of different issues is to examine the 
general characteristics of the community, its loca- 
tion, its percentage of population growth and 
present population, the types of industry which 
give it its permanence and stability, the general 
character of its people, the past and present 
records of municipal administration, the assessed 
valuation of all property, the value of property 
directly owned by the municipality, the tax rates 
levied in the past and at present, and the general 
trend of the tax rate. Every municipality is re- 
quired to make an annual financial statement, and 
such statements should always be secured and exam- 
ined by the man who contemplates loaning his 
money to the municipality. 

Having carefully considered all the points out- 
lined above, further investigation should be made as 
to the particular characteristics of the bond itself. 
Municipal securities are not all alike. They are 
issued for many purposes and many of them carry 
special qualifications or limitations which affect their 
position in the general debt of the community. 
There are, for example, many issues of municipal 
water bonds. These are obligations created for the 
purpose of building, extending, or operating water 
supply systems. Other bonds are specifically issued 
for schools, for parks, for public buildings, for pav- 
ing streets, for construction of docks, for dredging 
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of rivers, for fire department service, as well as to 
meet the costs of general administration. It is often 
the case that municipal bonds are issued for certain 
specific purposes, and their general claim on the 
taxable revenue of the municipality may be specified 
or limited. It may be that the bond is issued for 
some directly productive purpose, such as the sup- 
plying of water, and the revenue from this particular 
service may be allotted to the credit of the bond- 
holders. On the other hand, bonds may be issued 
frankly for the purpose of covering expenses of po- 
litical administration, with no special protection. 
Consequently, there is frequently a variation in the 
investment quality of different bond issues of the 
same community. 

The municipal bond which has no special protec- 
tion and is a simple obligation of a community 
should always be what is known as a serial bond, 
or a bond protected by an active and substantial 
sinking fund. In the great majority of cases this 
plan is followed. The virtue of the serial plan or 
of the sinking fund lies in the fact that the principal 
of the bond is currently taken care of by tax reve- 
nues from year to year, and, while new obligations 
may be issued in its place, the investor continues to 
receive his principal or get added protection as the 
bond issue is being paid off. 

Although all municipal bonds carry certain sim- 
ilar general characteristics, there is great variation 


114 PROFITABLE INVESTING 


in the market prices of such obligations, and some 
are infinitely better investments than others. The 
primary differences are generally tied up with the 
characteristics of the community itself and its geo- 
graphical location. The obligations of great cities 
like New York, Philadelphia, Boston, or Chicago are 
necessarily on a stronger plane than the obligations 
of small cities. Those of small cities are generally 
better than those of villages or towns. Those of vil- 
lages or towns are often more desirable than those 
of counties or rural districts. 

The same sort of differentiation is found when 
it comes to the question of locality. The typical 
municipal obligation of an average municipality in 
the states of New York or Massachusetts is obviously 
better, where most other things are equal, than the 
obligations of smaller communities in many of the 
Southern or Western states. The obligation of a 
town or city located in a prosperous section where 
a tendency towards population growth and of wealth 
increase are apparent, is more desirable than the ob- 
ligation of a town or city of equal size in a stagnant 
section, or in a location where prosperity depends 
directly on one or a few types of industry. 

For the most part the markets for municipal bonds 
are among institutions such as savings banks and 
insurance companies, trustees of estates, and firms 
or individual investors whose incomes are substan- 
tial or who are directly interested in curtailing their 
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tax burden as much as possible. The small investor 
whose income taxes are nominal need not ordinarily 
invest any great proportion of his funds in public 
securities. In fact, it will be, especially in modern 
times, a difficult task for him to find sound muni- 
cipal bonds which show him as liberal a yield as 
he can get in high grade, well protected corporation 
securities. To find attractive yields, such investors 
must turn to the type of public obligations which 
in these times are practically on a par, in the matter 
of taxability, with most corporation bonds them- 
selves. That is, he must go outside of his own 
country and buy the municipal obligations of other 
countries. But when he does this he must abandon 
the motive which may actuate him to buy municipal 
issues; that is, to get the benefit from the tax- 
exempt features. For while most foreign govern- 
ments and municipal obligations are exempt from 
taxes in their respective countries, they are all sub- 
ject to taxation in America on practically the same 
basis as corporation bonds. 

The government bond investment field in this 
country has assumed great importance in recent 
years because of the large increase in the debt of the 
United States. The great Liberty loans created dur- 
ing the war and the short term obligations subse- 
quently issued are distributed in the hands of mil- 
lions of investors, large and small. Liberty Bonds 
are undoubtedly the highest type of important pub- 
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lic obligations in the world to-day, but instead of 
being in the class of tax-exempt securities, most of 
the Liberty issues, as a result of special war legisla- 
tion, are subject to taxation. The only fully ex- 
empt Liberty issue is the First Liberty loan, created 
in 1917. The other issues, while carrying some 
qualified tax-exempt features, are, for the most part, 
subject to the same type of income taxation as 
corporation bonds, except to holders of very small 
amounts. 

It is unnecessary, of course, to go deeply into the 
problem of examining the security of United States 
Government obligations. They are all secure and 
undoubtedly always will be secure. The only prob- 
lem for the investor in Liberty Bonds is to deter- 
mine for himself the question of market price and 
whether it is wise for him to buy or sell them at 
a given time. While for some time after the close 
of the war the Liberty issues sold at heavy discounts, 
they now are all quoted at premiums. These vast 
loans have long ago been fully absorbed by the in- 
vesting public, and the retirement policies of the 
government are steadily reducing the available 
supply. It is quite possible that none of the 44 per 
cent. issues will ever again be quoted at a discount. 

For the investor of substantial capital who wishes 
to follow a policy of proper diversification, a reason- 
able proportion of American public securities should 
be favorably considered. He must, of course, if he 
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follows a conservative policy of selection, be satisfied 
with a moderate return on his money and must not 
ordinarily give much weight to the question of pos- 
sible profit. Except in the field of weak or spec- 
ulative municipal bonds, the market prices of the 
issues are governed almost wholly by general money 
market conditions and the general trend of interest 
rates. In times of tight money, most municipal 
obligations will tend to decline in price just as other 
high grade bonds do, and they will rise in times of 
plentiful money supply. But the swing of prices 
for municipal bonds will generally be found to be 
less than in the field of typical corporation bonds 
of the various classes. 

If an investor contemplates placing a substantial 
amount of money in American municipals, he 
should, on general principles, diversify it not only 
geographically and on the basis of population, but 
also into different types of issues. It is well to 
include, in any large list, some bonds of the short 
term type, some of the serial type, and some of 
longer maturity. It is well to select obligations of 
several of the larger cities, of states or towns located 
in different parts of the country, and also to include 
at least a moderate amount of United States Gov- 
ernment obligations. 

Every investor, of course, must determine for 
himself just what proportion of his capital he is 
willing to tie up in premier securities which, under 
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any conditions, will not be exceptionally lucrative 
from the revenue point of view. But for every man 
who invests money, there is no principle so sound 
as that of placing at least a portion of his capital in 
a place of absolute security. After all, it must never 
be forgotten that security of principal far transcends 
satisfactory income return. 

In connection with the issuing of public securities 
there has developed in this country during the last 
few years, a great deal of agitation in favor of abol- 
ishing the tax-exemption feature. This question has 
been brought to the front because of the high in- 
come taxes which prevail nowadays. As already 
pointed out, the tendency of the average large in- 
vestor is to seek securities which are exempt from 
taxation and thus pay less of his income to the 
government. It has been estimated that several 
hundred million dollars a year is lost in possible 
tax collection because of the existence of the exemp- 
tion feature. Further, the tax-exemption feature 
has made it so easy for the average municipality to 
sell its bonds at high prices that extravagance and 
wastefulness have been stimulated. 

A bill has been introduced in Congress favoring a 
constitutional amendment which would eliminate 
the tax-exempt feature. All of the political parties 
have been endorsing this program, but up to the 
present writing it appears evident that the chances 
of a constitutional amendment of this kind passing, 
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are remote. As time goes on and the national in- 
come tax rates are further reduced, the chance for 
a constitutional amendment becomes steadily 
poorer. It would, of course, be a constructive 
change and would undoubtedly be more beneficial 
than harmful to the country as a whole. But the 
likelihood of a change in the near future is so remote 
that it need not be taken seriously into consideration 
by the average investor. 

Of course, in the event of a constitutional change 
of this kind, the character of the municipal bond 
market would tend to change also. Municipal bonds 
would not be so distinctly in a class by themselves 
as they are to-day, for they would come into com- 
petition much more directly, in the investment mar- 
kets, with corporation obligations than they now do. 

In addition to the types of public securities which 
I have been discussing, there are in existence certain 
obligations which might be classed as semi-public 
in their characteristics. For example, the various 
obligations issued by the Federal Farm Loan Board 
and the Federal Joint Stock Land Banks are in- 
this class. While they are not directly guaranteed 
by the Federal Government, they have in effect, 
practically the same protection as government is- 
sues. The laws are so framed that the dangers of 
default are reduced to a minimum and only an 
extraordinary situation would put any of these issues 
in a doubtful position. Further than this, the Su- 
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preme Court has decided that all the obligations of 
the Farm Loan Board and of the Joint Stock Land 
Banks are fully exempt from Federal taxation. This 
exemption has made them appeal to that large class 
of the investing public who are interested in curtail- 
ing their tax burdens. While it cannot be said that 
Farm Loan or Joint Stock Land Bank bonds are 
to be classed with direct government obligations, 
such as Liberty Bonds, yet they all stand on a high 
investment plane. 

In modern times, with the expansion of the 
United States outside of the continent, there have 
come into existence a number of obligations of 
American dependencies. These bonds are, of course, 
to be classed as public securities. For the most 
part they are protected with the guarantee, assumed 
or implied, of the United States Government. Cer- 
tain of these colonial issues yield substantially 
higher average income returns than do many muni- 
cipal bonds of less desirability and in most cases 
they have equally broad markets. 


CHAPTER X 
SELECTING FOREIGN INVESTMENTS 


RIOR to the World War the interest of Amer- 
Pp ican investors in foreign securities of any kind 
was very limited indeed. It is true that for many 
years a substantial amount of American capital had 
been invested in Canadian securities, both public 
issues and corporation issues. The outstanding 
American interest in Canadian corporate undertak- 
ings was in the securities of the Canadian Pacific 
Railway Company. For many years the stock of 
this company had been a popular American invest- 
ment. Furthermore, an ever increasing amount of 
American capital was every year going into other 
enterprises in the Dominion of Canada and just be- 
fore the opening of the war interest was growing 
rapidly in the municipal and provincial obligations 
of Canada. 

Aside from this Canadian interest, the only other 
important foreign country in which Americans had 
extensively invested was Mexico. For many years 
American capital had been quite steadily flowing 
into that country, and by 1913 it was estimated that 
several hundred million dollars of American capital 
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had become tied up in Mexico either through the 
ownership of Mexican Government bonds or in con- 
nection with the development of the railroads and 
the oil and mining industries. Beyond these in- 
stances, however, the amount of American capital 
permanently placed in foreign countries was of com- 
paratively small importance. 

The events brought about by the war have, of 
course, radically changed this situation as they have 
changed the financial condition of practically every 
country in the world. To-day it can be safely stated 
that American capital in vast amounts is more or 
less permanently invested in all civilized countries. 
Not only have billions of American dollars gone into 
Europe, but enormous sums are now invested in 
South and Central America, in Japan and in most of 
the British Colonies in addition to Canada. More- 
over, the amount of American capital now invested 
in Canada is probably ten-fold what it was in 1913. 

It will consequently be seen that the subject of 
foreign investments has become a very important 
matter for Americans in general. The billions of 
dollars which are now invested abroad have come 
from tens of thousands of individual American in- 
vestors as well as from a very large number of banks, 
financial institutions and other organizations. This 
vast foreign investment cannot be looked upon as 
in any sense temporary. American capital has gone 
abroad permanently and it is obvious to any student 
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of the subject that during the coming years a stead- 
ily increasing amount of American funds will seek 
foreign investment. 

It is roughly estimated to-day that, aside from 
the sums represented by the so-called Inter-allied 
debts, there are perhaps ten billions of dollars of 
American capital or credits invested permanently or 
temporarily in foreign lands. The best judges of 
the present situation predict that this amount is 
likely to be doubled within the next decade. 

To approach the study of foreign investments one 
must begin by classifying them into several differ- 
ent types. To begin with, there are the obligations 
of governments, municipalities and other civil di- 
visions. Then there are the obligations of foreign 
railroads, industrial corporations and other enter- 
prises. These foreign obligations are classified into 
two distinct types—external loans and internal 
loans. There is a great fundamental difference be- 
tween the two. An external loan is an obligation 
of a government or other civil division or perhaps 
of a corporation which is issued, usually, in the 
monetary denomination of the foreign country in 
which the bonds are sold. In brief, it represents 
money borrowed outside the borders of a given 
country. Consequently the funds secured by ex- 
ternal loans always come from the people of some 
other nation. 

Internal loans, on the other hand, are obligations 
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of governments or corporations which represent bor- 
rowings from their own people. The funds raised 
by an internal loan are supposed to be provided by 
the country itself and, of course, the settlement of 
such loans is made directly at home with the citi- 
zens of the country. 

The settlement of external loans, however, is a 
matter which is always far more complicated. Both 
interest and principal on such loans must be ex- 
ported to the country in which such loans are sold. 
This affects the foreign exchange situation, the bal- 
ance of trade figures, and has a very direct influ- 
ence on the position and standing of the country 
asa whole. Thus from the standpoint of the nation 
itself, it is always much better for the government 
to raise its funds internally rather than externally. 
And prior to the war practically every country of 
great wealth and stability raised its funds by the 
flotation of loans among its own citizens. It was 
only in the case of the newer or smaller countries 
where capital was scarce and where outside funds 
were urgently needed, that there existed any great 
amount of foreign debts. 

The outstanding instances of heavy foreign debts 
before the war were, of course, mainly the large 
South American Republics such as Argentina, Brazil 
and Chile. These nations had always found it nec- 
essary to seek heavy sums of capital abroad for the 
general development of their countries. 


—- 
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But the older nations of Europe, as well as the 
United States, had no external debts worth mention- 
ing prior to 1914. For many years Great Britain, 
France, Germany, Italy and the Scandinavian coun- 
tries had all found it a very simple matter to finance 
their own needs practically without any outside 
borrowings. 

As the records show, prior to 1914 most of these 
countries were able to borrow money from their own 
citizens at very low rates of interest, averaging some- 
thing like 24 per cent. to 3 per cent. Indeed, Great 
Britain thirty years ago was able to borrow immense 
sums in London on long term obligations at as low 
a rate as 2 per cent., and in 1913 she did not have to 
pay very much more. In 1912 and 1913 France, 
Germany, Holland, Denmark and the larger munici- 
palities in these countries, were all able to finance 
themselves at what now appear to be extremely 
low interest rates. 

But within the past decade the picture has, of 
course, radically changed. The war forced all of 
these European nations to seek capital and credit 
outside their borders and as the conflict went on and 
their needs became more urgent, more and larger 
external loans were floated. Germany and Austria 
were the only large nations which found it difficult 
to secure any amount of outside capital. Great 
Britain, France, Italy and the neutral nations of Ku- 
rope all went into the foreign markets and increased 
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their external debts with great rapidity. These debts 
were necessarily still further increased during the 
five years following the close of the war, so that 
to-day the external obligations of almost every 
country in Europe amount to enormous sums and 
have completely changed the financial bases on 
which these nations exist. 

The events brought about by the war also changed 
the status of South American countries and other 
nations which were not directly involved in the con- 
flict. For generations South America had sought 
capital from Europe, but the war naturally cut this 
source of supply off very sharply. Thus was the 
South American market opened for the United 
States and the bulk of the South American external 
financing during the war and since the war, has 
been done in the United States. Consequently we 
find to-day that the American investing public, in- 
stead of having perhaps 99 per cent. of its investment 
capital tied up in domestic enterprises and obliga- 
tions, is to-day interested to the extent of fabulous 
sums in the affairs of most other nations. 

And this American interest is not confined to ex- 
ternal government obligations alone. The needs of 
business men and of producing organizations in Eu- 
rope and other countries have had to be met by 
outside capital to a considerable extent and conse- 
quently to-day a very large number of private cor- 
porations are obligated to American investing inter- 
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ests. Moreover, a substantial number of Americans 
have, during the war and since the war, placed funds 
in the internal obligations of other countries. The 
motive for doing this has, of course, been primarily 
speculative and in many instances has ended disas- 
trously. But nevertheless at the present time very 
substantial sums are tied up in internal bond issues 
of European and other foreign governments and in 
European producing enterprises in general. 

The fact should be emphasized that an investment 
in an external bond of a foreign country is almost 
invariably a better investment than an internal 
bond. Practically all of the external issues which 
have been sold to Americans are what are known as 
dollar bonds. That is, they are issued in the terms 
of United States currency and both principal and 
interest are payable in gold at some American 
agency. As an illustration let us take the 8 per 
cent. external bonds of the French Republic which 
were sold in this country in 1920. These bonds are 
a full external obligation of the French Govern- 
ment. Both principal and interest, as well as sink- 
ing fund, are payable in New York in United States 
gold coin and the French Government agrees to have 
the necessary funds in the hands of J. P. Morgan 
& Company in New York for fully meeting the 
obligation as it falls due. This makes it, in effect, 
an American loan, and the market value of the 
bonds being expressed in dollars, it is not affected 
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directly by fluctuations in the value of the French 
currency. 

On the other hand, a French internal loan, which 
is expressed in French francs, fluctuates in value, 
from the American standpoint, with the changes in 
the dollar price of French frances. To the French- 
man who thinks in frances and who measures all 
things in frances, the French internal loan may ap- 
pear to remain at about the same price. And so 
far as he is concerned, it makes slight difference to 
him what price the bonds are quoted at in dollars. 
The cost of living in France is measured in frances, 
and, of course, fluctuates with the changing value 
of the franc. But if the franc is fairly well stabil- 
ized around a given value as it has recently been, 
the price of his internal bond, in terms of frances, 
will not fluctuate very much. Any change in price 
will be mainly due to demand and supply, to the 
current interest rate and to the general credit trend 
of the government itself. 

It will be seen, consequently, that while an in- 
ternal bond might prove a satisfactory investment 
in France for her own people, the situation is rad- 
ically different when looked at from the standpoint 
of an outsider such as an American. In these days 
the American who buys French internal bonds is, 
of course, practically speculating in French francs. 
On the other hand, if he buys an external French 
bond, he is not speculating in francs but is simply 
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loaning money on a dollar obligation of a govern- 
ment which he believes is strong enough easily to 
take care of that obligation. 

This situation applies all along the line and while 
there are many internal obligations of many nations 
which can be classified as high grade investments 
from the American standpoint, this is not to-day so 
true of the internal issues of the war-ridden nations 
of Europe nor of any new or weaker nations like 
most of the South American Republics or the Far 
Eastern countries. Such issues are almost always 
more of a speculation than an investment. 

Of course, when we turn to the internal loans of 
a powerful nation like Great Britain, we must agree 
at once that they are practically all in the invest- 
ment class and this is also true of most of the gov- 
ernmental or provincial obligations of the Dominion 
of Canada. While for a time British credit was 
seriously injured by the events of the war, Great 
Britain has now recovered her financial position and 
largely restored her strength. Thus we see that 
British governmental issues are to-day quoted in the 
London market at high and improving figures and 
are likely so to continue. 

Of course, the situation with nations like France, 
Belgium and Italy is not nearly so favorable. These 
countries were obliged to inflate their currencies 
heavily during and after the war and did not follow 
nearly so farseeing and wise a financial policy as did 
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Great Britain. The French franc is to-day worth 
only about 25 per cent. of its pre-war value, as 
measured by the dollar, while the Italian lira is 
worth only about 20 per cent. of its pre-war value. 
Whether these currencies will ever be restored to 
their old gold values is a grave question. It is more 
likely that there will be a devaluation in time and 
that the par values of these currencies will be placed 
at lower figures. Of course, if this happens the in- 
ternal debts of these countries would also be equally 
deflated as measured in the American dollar. 

Because of the uncertainties of the currency sit- 
uation in so many foreign countries, it is by all 
means better for American investors to confine them- 
selves mainly to the purchase of external bond issues 
of these countries. For by investing in external 
bonds they are not taking any chances regarding the 
future banking policy of the nations themselves. 
They are buying into a foreign loan which is certain, 
if the world is to go on at all, to be taken care of 
in preference to internal debts. 

The history of the civilized world for the past two 
hundred years demonstrates the fact that external 
obligations of all countries of genuine stability have 
always been considered prior charges against reve- 
nues and have always been taken care of. This, of 
course, has not applied to all new countries or to 
those of lower grade civilization. But it has applied 
to the nations of the world where a reasonably high 
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standard of intelligence and education have pre- 
vailed. 

The situation has been natural enough. No na- 
tion of importance can maintain its standing and 
credit with other nations and progress unless it takes 
care of its foreign debts. Consequently, meeting 
foreign obligations is always the first thought of 
statesmen in every land. Where this is not done, 
no progress can be made in restoring foreign trade 
or building up credit. An outstanding example in 
these days is that of Mexico. Mexico defaulted dur- 
ing her last revolutionary period on all of her foreign 
debts, but her first move, when her government 
was recently reorganized, was to work out plans 
for taking care of foreign obligations, for it is only 
in this way that she can regain her standing with 
the world, carry on trade and secure a renewal of 
credit. And thus we see at the present time the 
greatest problem in connection with the regeneration 
of Russia is the question of her reassuming her for- 
eign debts and providing ways and means for meet- 
ing them during the future years. 

It is important to emphasize certain of the pri- 
mary factors to be borne in mind in investing money 
in foreign securities. I think that every investor 
should give preference, in the great majority of 
cases, to external rather than internal debts. He 
should then carefully consider the question as to 
whether the country issuing the obligation is obvi- 
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ously strong enough to take care of it regardless of 
unexpected events. All external bonds are not 
equally good; they vary in quality like any other 
bonds, and, of course, they vary greatly in income 
yield and general desirability. In these days foreign 
obligations, especially those of Europe, respond 
pretty directly in price to special influences which 
would not obtain in more normal times. 

The market for most foreign bonds in the United 
States has developed primarily among the group of 
investors who are attracted by a large income return 
and are generally willing to take certain chances 
which the more conservative investor would not 
consider. Very large sums of American capital have 
been invested in foreign bonds by speculators or 
semi-speculators. Yields of 8 per cent. or 10 per 
cent. appeal strongly to such people, as do the broad 
fluctuations in market prices. During the past five 
years there have undoubtedly been large sums made 
as well as lost by people who have bought and sold 
European external bonds. 

At the present time, however, while the specula- 
tive element in this field is still an outstanding char- 
acteristic, foreign issues as a whole are slowly becom- 
ing more stabilized and consequently the speculative 
opportunities are not so great as they were. The 
general rehabilitation of Europe is undoubtedly pro- 
gressing and with the final settlement of the repara- 
tion tangle, the chances strongly favor a steady re- 
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covery in all parts of the European Continent. The 
condition of the masses of the people, their standard 
of living and general stability, are, of course, the 
most important fundamental factors with any na- 
tion. If improvement is going on and if the pros- 
pects for peace and stability are good, the credit of 
that nation is certain to be maintained or to im- 
prove. 

At the present time, in view of all the circum- 
stances, it appears safe to express the opinion that 
during the coming ten years at least there will de- 
velop a further general improvement in European 
credit. As producing activities and wealth creation 
increase, foreign nations will more and more be able 
to eliminate inflation and restore their credit. This 
tendency is bound to be reflected by better and more 
stabilized markets for foreign bond issues. 

While in recent years it was necessary for out- 
standing nations in Europe to pay 7 per cent. or 8 
per cent. for American capital, the prospects are that 
during the coming few years the rate necessary will 
hover more closely around 6 per cent. Five to ten 
years hence, many of these high interest-bearing 
foreign loans may be refunded around 5 per cent. 
and the countries of best credit will again be able, 
as before the war, to borrow money at low interest 
rates and an increasing amount of it will come from 
their own citizens. 

If this forecast is sound, it is obvious that good 
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foreign external loans are attractive things for the 
typical American investor to place at least a portion 
of his funds in. No investor should put all his eggs 
in one basket and no investor should put all his 
capital into foreign loans. But careful selection of 
the best issues is to be strongly recommended. 
The highest grade European issues, outside of Great 
Britain, are, at present, the obligations of countries 
like Switzerland, Sweden, Denmark, Holland and 
Norway. The French and Belgian issues are, of 
course, better than those of countries like Austria 
or Hungary, and, for the most part, much better 
than external obligations of some of the South 
American Republics. It is a mistake to assume that 
an external bond of a government like Czechoslo- 
vakia is poor merely because the currency of that 
country is heavily deflated. The external bonds of 
that country are strongly protected and under even 
the most adverse conditions would undoubtedly be 
taken care of. 

One fact which the American investor in these 
European loans should not overlook is that the mar- 
ket prices in these abnormal times do not necessarily 
reflect the real security of the loan. Because of the 
general world unsettlement and also because of the 
profound ignorance of many Americans regarding 
Europe, many of these bond issues have widely fluc- 
tuated in price as a result of rumor, propaganda and 
fear. There has never been any logical and sound 
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reason, for example, why the City of Prague 74s 
should have sold at the absurd price of 67, and yet 
in 1923 they could be bought at this figure for a long 
period. There has never been any logical reason to 
think that the French and Belgian external bonds 
are not good. The intelligent investor who 
studied the facts before he bought these bonds, 
would have been foolish to sell them at the absurdly 
low prices of 1923, just as the man who subscribed 
for Liberty Bonds at par in 1918 was very foolish 
to sell them out when they dropped to 85 in 1920. 


CHAPTER XI 
“ MISCELLANEOUS” INVESTMENTS 


SIDE from the various groups of investment is- 

sues which we have been discussing in previous 
chapters, there are certain types of securities which 
cannot be classified in the ordinary way. As already 
pointed out, the great groups of security investments 
in America are generally classified into railroads, 
public utilities, industrials, and government and 
municipal issues. In recent years, a new and im- 
portant group which has become of great interest 
to Americans embraces the various types of foreign 
obligations. 

But in addition to these several groups, there are 
various obligations which defy specific classification. 
Such issues go under the general name of “ miscel- 
laneous”’ securities. This “ miscellaneous” group 
includes a substantial number of investment obliga- 
tions, both bonds and stocks, which have come to 
the front in recent years and undoubtedly represent 
a substantial amount of permanently invested funds. 
I will give brief consideration to the most impor- 
tant of these in this chapter. 

With the rapid increase in the size of American 
cities and the great growth of wealth production, 
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there has necessarily been a steady expansion in 
building construction and in real estate development 
in general. Within a generation we have witnessed 
the practical rebuilding of towns and cities by the 
replacement of old-fashioned buildings with new, by 
the construction of modern types of dwellings and 
apartment houses and by a very rapid expansion in 
the size and types of office buildings, manufacturing 
plants and all other business buildings. 

The rapid increase in land values and the general 
inflation in commodity prices, which developed 
rapidly during the war years and has been pretty 
fully maintained since, has made necessary the in- 
vestment of great sums of money in construction of 
every type. Coincident with this great movement 
has gone hand in hand a speculative movement in 
real estate. At the present time rents in almost 
every section of the United States are double or 
more than double those of ten or fifteen years ago; 
the site values and land values in towns and cities 
have doubled or more than doubled; the costs of 
labor and of building materials have equally in- 
creased. As a result of all this, it has been necessary 
to seek far greater amounts of investment capital to 
be placed in construction and real estate fields than 
ever before. 

Thus we see that in the investment field practi- 
cally a new department has grown up —that of 
seeking capital among individual investors for 
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financing real estate undertakings. This develop- 
ment has, for the most part, taken the form of 
organizations or companies who distribute to indi- 
vidual investors mortgage bond issues secured more 
or less directly on buildings and realty of practically 
every type. Such bond issues have been advertised 
broadly and sold, for the most part, in small de- 
nominations to the small investors of the country. 
In most cases these bonds issues have offered very 
high rates of interest as compared to the old- 
fashioned real estate loan. 

This real estate bond selling business has spread 
so far throughout the country and has apparently 
proved so lucrative to a large number of concerns 
that great speculative dangers have developed along 
with it. It is exceedingly difficult for the typical 
investor to pick and choose between one or another 
of these many realty issues. Undoubtedly a great 
many of them are high grade attractive investments, 
but unfortunately a great many others are obviously 
speculative and dangerous. 

Without going into details regarding the merits 
of specific real estate issues, one can, I think, get 
a pretty fair idea of their relative merit by bearing 
in mind certain fundamental facts which apply to 
real estate mortgages in general. 

In a large city like New York, it is a well known 
fact, proved by long experience, that a genuine in- 
vestment of high grade in improved real estate 
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cannot be expected to yield a very high interest rate. 
Of course, in these days yields average higher than 
they did ten or fifteen years ago. But nevertheless, 
a genuinely secured real estate mortgage is ordi- 
narily not expected to yield much more than 5 per 
cent. and certainly never more than 6 per cent. on 
the money invested. The best real estate mortgages 
on improved property in cities like New York, which 
are generally held by institutions such as insurance 
companies and banks and wealthy investors, in many 
cases are floated on a 5 per cent. or 54 per cent. basis 
even in these days. 

While there are exceptions, an investor should be 
skeptical when he is told that a 64 per cent. or 7 per 
cent. or 74 per cent. first mortgage bond, secured on 
some parcel of improved real estate in a city like 
New York, isa strong investment. In nine cases out 
of ten it is nothing of the kind; it is a mere specula- 
tion and probably a dangerous one at that. Of 
course, there are concerns who in offering such bonds 
furnish appraisal figures and other statistics which 
appear to bear out their contentions. But almost 
invariably in such cases it will be found that there is 
something unsound or wrong about their figures and 
that the situation is speculative in some form or other. 

I have always held the view that if a man wants 
high interest and wants to take speculative chances, 
he had much better buy securities which have broad 
and active markets and can be turned into cash on 


140 PROFITABLE INVESTING 


a moment’s notice, rather than put his money into 
bonds or other obligations for which there is little 
or no market. 

The business of selling real estate bonds of small 
denominations to investors has become so wide- 
spread that a note of warning is necessary. We 
should not condemn the type of issue but we should 
always question its quality before investing. The 
great majority of this type of bond being offered 
nowadays is not good enough for the average in- 
vestor. Only a small minority are to be strongly 
recommended. 

A type of investment which appeals to an entirely 
different class is the stock issues of banks, trust 
companies, insurance companies and other financial 
institutions. For many years bank stocks in the 
United States have been a popular form of invest- 
ment, but ordinarily, of course, have appealed only 
to the man of substantial wealth. A bank stock is 
either very good or very poor. Bank stocks have 
never come into the ordinary speculative markets 
of the country and, because of their very nature, 
have seldom been subject to any speculative manip- 
ulation. Consequently the type of people who are 
seeking opportunities to trade in securities and make 
quick profits or secure large yields, have not usually 
been attracted to the stock issue of a bank or other 
financial institution. While the capital stock issues 
of some banks are widely distributed among many 
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investors, this is not universally the case. It will be 
found for the most part that bank stocks, especially 
those of large institutions in the big cities, are held 
largely by wealthy investors who often own them in 
very substantial blocks. 

But, as a matter of fact, experience has shown 
that during the last twenty years bank stocks have 
often proven one of the very best types of invest- 
ments. This has been especially true in the case of 
institutions which have grown steadily with increas- 
ing population in their territory and have fortu- 
nately had the benefit of efficient or superior man- 
agement. 

The history of banks and trust companies in the 
city of New York, for example, during the past fif- 
teen years, fully demonstrates the fact that the bank 
stockholder has had few opportunities to make mis- 
takes and often has enjoyed a very lucrative income. 
The steady growth of the banking business, the un- 
ceasing increase of wealth production, naturally are 
reflected by a growth of business for well conducted 
banks. In modern times an increasing percentage of 
the American people have learned to make use of 
banking facilities. The banking machinery of the 
United States is far more highly developed than that 
of any other country in the world, and the functions 
of the banks, trust companies and other financial 
institutions have become steadily more vital and 
important as time has gone on. 
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One can look back thirty years and find that at 
that time the largest bank in New York City had 
less than $100,000,000 of resources. Nowadays we 
have New York City banks with resources of from 
$500,000,000 to over a billion dollars. Deposits of 
$10,000,000 were looked upon as heavy for a New 
York bank in 1890. Nowadays many institutions 
have from $300,000,000 deposits up to much higher 
figures. 

This record of growth is duplicated, in more or 
less degree, by the banks of all the cities and impor- 
tant towns of the United States. The city banks 
in every state in the Union have presented a record 
of growth and, for the most part, of great stability 
which demonstrates their general permanency and 
soundness. 

In selecting bank investments one should, of 
course, follow certain common sense principles 
which are easily pointed out. While there are more 
than 35,000 banking institutions in the United 
States, it must be remembered that the great ma- 
jority of these are small country banks, many of 
little or no importance and a good many, in certain 
sections of the country, of very little financial 
strength. But out of the total banking institutions 
of the country there are at least several thousand 
which have demonstrated their strength and sta- 
bility and have proved permanently profitable busi- 
nesses for their owners. 
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Naturally, in the matter of selection one should 
give preference to the institution located in a grow- 
ing city or a growing or healthy section. He should 
give proper attention to the past record, age and 
present management of the institution. He should 
give thought to its type of business, whether it is 
a purely commercial bank or has more speculative 
characteristics. He should give proper weight to 
the personnel of the management and should natur- 
ally study and analyze the bank’s financial state- 
ments. 

The market price of bank stocks, of course, is 
governed generally by two factors: first, the book 
value of the shares as shown by the bank’s state- 
ments from time to time; second, rate of dividends 
paid or likely to be paid. All national banks are, 
of course operated under Federal laws which go far 
to protect the stockholder from the dangers of bad 
management. State institutions in some sections of 
the country have the benefit of much greater protec- 
tion and proper regulation than in others. Conse- 
quently the investor should give proper thought to 
these factors. While the days of the famous “ wild- 
cat” banking of the country are over, at the same 
time there are still, in some sections of the United 
States, to be found wildcat institutions which call 
themselves banks. 

There are a group of modern investment issues 
which, while ordinarily classed as industrials, have 
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distinctive characteristics of their own and should be 
relegated to a group by themselves. These are the 
obligations of mining companies such as coal mines, 
copper mines and gold or silver mines. The great 
majority of security issues in these fields of industry 
is represented by stocks and carry a strong specula- 
tive tinge. 

The average man who is willing to place money in 
a pioneering enterprise like a mine, with all the 
risks which are necessarily involved, is generally 
more of a speculator than an investor and the vast 
majority of security issues created in these fields are 
speculative securities which can seldom be favorably 
considered as any form of investment. 

At the same time there are some issues of great 
intrinsic worth, earning power, and of genuine 
stability which can be strongly recommended in all 
of these fields. In recent years many of the larger 
copper producers have created bond obligations, 
while coal mining and coal producing companies 
have for years issued bonds in one form or another. 
Such bond issues, in order to be sound at all, must 
necessarily be directly secured by mortgage on 
property of demonstrated worth and not merely on 
current or past prospects for earning power or future 
possibilities or hopes. And a bond issue of a mining 
company of any kind should also have unusual and 
special protection in the matter of sinking funds. 
Any kind of a mine, whether it be copper, coal, gold, 
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silver or anything else, is, of course, subject to ulti- 
mate exhaustion. Every dollar’s worth of ore taken 
out of a mine reduces its value to just that extent; 
therefore, as its value is reduced, its liabilities, what- 
ever they may be, should be equally curtailed. 

The investor who is contemplating placing money 
in obligations of this type should, of course, apply 
the general principles of analysis which are necessary 
in studying all securities. But he should lay special 
emphasis on the question of permanent prosperity 
and earning power for the concern, and he should 
see that a proper amount of the revenues or earnings 
are regularly set aside to take care of his principal 
prior to maturity. 

As a matter of fact, this factor of possible ex- 
haustion should be given special consideration also 
by stock investors in such enterprises. It is all very 
well to have it shown that a certain gold or copper 
mine has, at a given time, demonstrated ore reserves 
of a certain amount and has current earning power 
equal to many times its dividend disbursements. 
But what might be the case at one time may quickly 
change to something else. 

A mining stock, no matter how high grade it may 
appear at a given time, may easily become worth- 
less if the property is not closely watched. A shin- 
ing example of this fact is that of the well known 
Tonopah Mine of Nevada. Twenty years ago this 
mine was one of the best producers of gold in the 
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United States. The company had been lightly capi- 
talized and was paying dividends of 100 per cent. 
or more on its capital stock. The stock had a par 
value of $1, but was selling in the market for $15 
to $20 a share. At this price it showed a liberal 
dividend yield and many people assumed that it 
would always be worth as much as this, if not more. 
But as production went on, the ore reserves were 
being exhausted and in the course of ten or fifteen 
years there was little high grade ore left. Conse- 
quently the price of the stock commenced to decline, 
its dividends began to be reduced and those who had 
bought it for investment purposes years before lost 
the bulk of their principal. 

The same result has been experienced by many 
holders of mining company bonds. There have been 
bond issues outstanding which at one time looked 
very strong and in view of the enormous earning 
power of the companies seemed certain to remain 
always good. But long before the maturity of the 
issues the property had been largely exhausted or 
the grade of its ore had fallen and costs risen to. 
such a point that no money could be made. Conse- 
quently, in such cases, the investment became a 
complete loss. 

Coal mining bonds, as a general proposition, have 
turned out to be better investments than most of 
the others. There are in the markets to-day a 
substantial number of such issues which are unde- 
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niably high grade and will probably always remain 
good. 

Issues of this type should generally be placed in 
a group by themselves, as they are different from ~ 
the ordinary class of industrials because of the fact 
that the prosperity of the companies is so directly 
dependent on a continued supply of the natural 
resources which they dig out of the earth. A manu- 
facturing or trading company is not necessarily in 
this position at all. It may depend upon a continu- 
ous supply of natural resources of crude materials, 
but its real money is made in the manufacture or 
production of commodities, and its raw materials 
need not necessarily come from one mine or one 
section. 


CHAPTER XII 
INVESTMENT CYCLES 


STUDY of investment cycles, treated from the 
standpoint of the investor in bonds and stocks, 
simply resolves itself down to the question of when 
to buy and when to sell securities. Many people 
assume that this question is only of primary im- 
portance to the person who wishes to speculate and 
try to take advantage of rising and falling markets, 
rather than to invest his money safely and profit- 
ably. 

But, as a matter of fact, it is extremely important 
for an investor to know when and at what levels to 
buy securities; it is equally important for him to 
know when and at what relative levels it would 
sometimes be wise for him to dispose of securities. 

The higher grade the security issues are, the less 
they are affected in price and quality by the busi- 
ness cycle. The highest grade issues almost exclu- 
sively respond in market price to changes in one 
big fundamental factor such as the prevailing inter- 
est rate. Other factors affect them slightly, and, of 
course, general demand and supply always have 
some influence. But the rise and fall in the price of 
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money is directly reflected in the price of such 
securities. 

To be a little more concrete, I would point out 
that the vast majority of bond obligations which 
are placed in the highest grade investment class and 
which carry Moody’s Aaa rating, are the issues 
which fluctuate the least in price. It is only during 
extraordinary periods, such as we have had during 
the past ten years, that the price swing in such 
securities is at all wide. Take for illustration a high 
grade bond like British Consols. For twenty years 
before the war these bonds had little day-to-day or 
month-to-month fluctuation. They remained at a 
comparative level for long periods and only tended 
downward over a stretch of twenty years or more. 
During this twenty-year period the world’s interest 
rate was slowly rising and these bonds slowly de- 
clined. In some other period when the world’s 
interest rate remained stable, these bonds would 
have remained practically stable also. 

It is when one gets into the field of somewhat 
lower grade investments that there is a more direct 
and important response to changing business or 
economic conditions. The lower one goes down in 
the grade of investments, therefore, the more vital 
is the importance of studying the business cycle. 

It is unnecessary to emphasize the fact that in 
modern times business does work in cycles. We 
have our period of prosperity which is followed by 
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over-expansion and speculation; we have our period 
of reaction, decline, and depression which is again 
followed by a period of revival and of prosperity. 
This has been the history of all civilized nations 
during the past century or more. But any careful 
study of these facts will indicate that these recurring 
periods are not at all fixed as to either extent or 
duration. One can follow causes to effects or work 
back from effects to causes, but no one can very 
accurately gauge the extent of the effect of a given 
cause. In practically all cases it is impossible to 
give due weight to all sorts of cross currents and 
qualifying factors which either contract or lengthen 
out or otherwise change the different periods in the 
business cycle. 

The best one can do is to study available facts, 
base judgment on past experience, and act with 
intelligent common sense. Fundamental fac- 
tors of real importance can easily be recognized 
and their logical effect anticipated to a moderate 
extent. 

To the investor in typical or average securities, 
one of the primary guides in modern days is the 
financial or banking condition of the country or 
nation. In modern times nearly all business of 
importance is done on credit and by means of bank- 
ing machinery. When bank deposits are large, 
when bank loans are relatively low, interest rates 
are almost certain to be low also, and the funda- 
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mental condition of business throughout the country 
is, relatively speaking, on a sound foundation. 
But business at such a time may not necessarily 
be active. On the contrary, it may be very dull. 
But if credit conditions are easy and _ interest 
rates low, it generally implies that the financial 
condition of corporations and big business is sound. 
It is only in periods when bank loans are heavy 
and interest rates high or rising, that the typi- 
cal corporation is over-extended or is carrying 
excessive liabilities. 

We have periods of what is called “ over-produc- 
tion.” Strictly speaking, they are generally periods 
of under-consumption. They occur at the end of a 
time of prosperity or boom, when business men are 
carried away by success, when commodity prices are 
rising, and when a large percentage of working 
capital has been converted into goods awaiting sale. 
If the demand for goods continued high or further 
increased, these goods would move out rapidly and 
the business concerns would not long be over-ex- 
tended. But when consumption either suddenly or 
gradually falls off, business organizations are caught 
with heavy liabilities in the shape of what is known 
as “frozen assets.”’ Under such conditions, com- 
modity prices decline, goods do not move, and the 
whole situation becomes distinctly unsound and un- 
healthy. This was exactly the condition which de- 
veloped in 1920. Of course, the development of such 
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a condition brings further evils in its train. It forces 
failures and therefore tends to destroy credit. 

All of these developments are more or less ac- 
tively reflected in the markets for securities. Dur- 
ing the healthy period when prosperity is getting 
under way and before it has reached the point where 
over-extension is becoming apparent and the boom 
is on, typical corporation securities are usually on 
the upgrade. In the early part of a period of revival 
the opportunities for successful investment are al- 
ways the best. Thus the wise investor is the man 
who buys securities when times are dull, when inter- 
est rates are low, when bank loans have not ex- 
panded, and when bank deposits are high. If he 
waits until we are in the midst of the period of pros- 
perity or speculation, he is almost certain to pay 
higher prices for his investments than at any other 
time. This applies to all classes of securities, al- 
though, as I said above, the effect of these develop- 
ments on the highest grade issues is always greatly 
limited. 

Conversely, when it comes to the question of the 
right time to sell investments, the investor will find 
that the period of prosperity which is approaching 
its end and working into a speculative boom is the 
time when he can best dispose of securities. He 
may have profits, he may have losses, or he may 
have neither. But if he wishes to take advantage 
of the investment cycle, he must be courageous 
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enough to buy when most other people are doubtful 
and timid, and to sell when all thoughtless people 
are eager to buy. 

Business cycles fluctuate in length as they do in 
volume and scope. No one has yet discovered any 
formula whereby the recurring changes in the busi- 
ness cycle can be accurately forecast. There are 
those who claim to do this but it is altogether im- 
possible. We can, by studying cause and effect, 
point out what should logically be the effect of a 
given cause or set of causes, but we cannot definitely 
foresee the full effect of causes, and no one can with 
certainty “call the turn,” so to speak, on an actual 
change from an upward to a downward trend either 
in business or in the security market. One can dis- 
cover after a turn has taken place that it has taken 
place, and one can guess if one wishes. 

There is an old fiction to the effect that the busi- 
ness cycle always runs over twenty-year periods. 
This idea has been somewhat discredited since 1914, 
but other types of dogma have taken its place. 
There are now those who assert that a complete 
revolution of the cycle occurs every four or five 
years; others claim that the time is one year or two 
years. The truth is that no particular length of 
time necessarily need be embraced in a business 
cycle. 

At the present time it appears evident that the 
swings from prosperity to depression and vice versa, 
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are of relatively short duration and of relatively 
small extent. Since the crash of 1920, which liqui- 
dated a large portion of the unhealthy inflation 
created during the war and after, there has been a 
noticeable tendency toward moderate fluctuations in 
the so-called business cycle. This condition may 
possibly continue for some years into the future. 
It would seem that with the uncertainty of the 
times throughout the world and with the great ele- 
ment of caution which has developed in the minds 
of men everywhere, there is less likelihood or danger 
of the public being carried away by extreme periods 
of over-optimism or over-pessimism for many years. 
For, after all, the business cycle is to a very large 
extent the result of human psychology. Men 
still live largely on faith although they are always 
talking facts. Impulse and emotion govern them 
fully as much as ever, and most men perform 
major acts more through intuition than through 
reason. 

To sum this matter up from the standpoint of the 
investor, the best time to invest, broadly speaking, 
is always near the end of a period of dullness or 
depression and at the beginning of the revival rather 
than later on or earlier. And the time to sell is in 
the boom or before the end of the boom. 

Of course, this is simply a broad generalization. 
Many exceptions should be applied in specific cases, 
and the specific factors bearing on different types of 
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securities and different types of business must be 
given their full consideration. 

It will be realized from what I have said above 
that a careful consideration of the broad trend of 
business conditions is vitally important to the in- 
vestor who wishes intelligently to place his funds 
at work. To give a concrete illustration, let us 
consider a normal period such as the ten years prior 
to the opening of the World War. A person who had 
carefully studied all the evidence would have real- 
ized that the latter half of 1903 and practically all of 
1904 was an ideal period in which to invest money in 
high class bonds and stocks. We had gone through, 
prior to 1903, a period of several years of rapid busi- 
ness expansion and all business and financial statis- 
tics at the end of 1902 indicated that the business 
cycle was rapidly tending toward its logical phase 
of reaction and consequent liquidation. Money 
rates began to fall rapidly after having been very 
high, and through the latter half of 1903 and most 
of 1904 a country-wide condition of business dull- 
ness prevailed. Money was a drug on the market 
in Wall Street, the Stock Exchange was very in- 
active, prices of securities were low and yields on 
typical bonds and dividend-paying stocks were high. 

In the spring and early summer of 1904 the 
average conservative investor feared to buy securi- 
ties because of the pessimistic atmosphere and the 
apparently poor prospects of most business organ- 
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izations. But as a matter of fact this was the ideal 
time to make investments in proved securities. The 
men who were courageous and farseeing enough to 
buy sound bonds and good investment stocks 
throughout 1904, all invested wisely, as subsequent 
events proved. For the security markets began to 
revive in the last half of 1904, the trend was upward 
from that time on, and the rise in prices continued 
almost uninterruptedly until the opening of 1907. 

A large number of investors were buyers of bonds 
and stocks during the last few months of 1906. On 
the surface many things looked attractive and the 
investment atmosphere was optimistic enough, but 
a study of the fundamental facts regarding the busi- 
ness and financial situation in the latter half of 
1906 proved very clearly that the cycle had reached 
the unhealthy boom period and that there was great 
danger ahead. 

Consequently, the last half of 1906 was a time 
during which no wise investor should have pur- 
chased anything. Rather, he should have liquidated 
his holdings of all securities except perhaps those of 
the very highest grade. Of course, most investors 
did not do this. They either added to their hold- 
ings or kept what they had on the theory that good 
times were going to continue forever. 

It is such a simple matter to ascertain the funda- 
mental condition and trend of the business cycle in 
normal times that it has always been a matter of 
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amazement to me that so few investors have shown 
any amount of intelligence in determining when to 
buy or when to sell investment securities. 

The foregoing is a simple illustration and, of 
course, does not emphasize the cross currents and 
qualifying factors which often modify a given situa- 
tion. But regardless of all of the many modifying 
factors, the fundamental condition of business and 
finance which existed in 1904 and which had com- 
pletely reversed itself by the last half of 1906, over- 
shadowed every other problem that the investor 
had. 

In later chapters I shall show how investors can 
always successfully take advantage of investment 
cycles. 


CHAPTER XIII 
INVESTING FOR PROFIT 


HE notion is widely held that any one who 

adopts the policy of investing primarily for 
profit rather than exclusively for income return is 
necessarily undergoing great risks, and that he is 
always taking great speculative chances which 
would be avoided if he confined himself solely to a 
policy of investing for pure income return. 

It is undoubtedly true that the great majority of 
people who attempt to invest primarily for profit 
do run speculative risks. But a sound investment 
policy in this direction does not necessarily involve 
great risk. It all depends on whether the investor 
acts with genuine intelligence and knowledge. 

In view of what has been said in foregoing 
chapters, it will be realized that no one can be at all 
certain of success in investing for profit unless he 
bases his plans very directly on a sound and con- 
tinuous study of fundamental trends in the general 
business and investment cycle. The successful 
investor for profit is primarily what is known as the 
“long pull” investor. He is the man who buys 
securities with the confident expectation that an 
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upward trend in prices over a fairly long period will 
reward him with substantial profits. He must have 
reasons for the faith that isin him. If he is merely 
aman who buys securities with his eyes shut or as a 
result of rumor or tips, he is certainly nothing but 
a speculator. Some speculators have, through sheer 
luck or accident, reaped great profits at times, but 
99 per cent. have failed in the long run. 

Investing primarily for profit involves an intelli- 
gent understanding of the effect of general condi- 
tions and of special factors on different types of 
investments. It involves enough expertness and 
knowledge to enable a man, at particular periods, 
successfully to switch his holdings from one type of 
issue to another type or to several other types. 
There are no arbitrary rules for doing this at any 
stated times and, therefore, it involves the exercise 
of intelligent judgment all along the line. 

To indicate clearly what investing for profit 
means, how it is done and what the results have 
sometimes been, I am going to submit the experi- 
ence of one of my clients who during a period of 
approximately twenty years accumulated a large 
fortune by this method and without really taking 
any great speculative risks. 

This man, who was a person of maturity and 
judgment, in 1904 invested about $50,000 in divi- 
dend-paying railroad stocks of high grade. These 
stocks were Great Northern preferred which he 
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bought at about 180, Delaware & Hudson which he 
bought at about 165, Delaware, Lackawanna & 
Western which he bought at about 260, Union 
Pacific which he bought at about 100, and Chicago 
& Northwestern which he bought at about 175. He 
purchased these stocks after a careful study of busi- 
ness and financial conditions and an intensive study 
of the railroads themselves. His inevitable conclu- 
sion was that they were all selling far below justi- 
fiable values and that as we were on the threshold 
of a business revival, they would certainly sell much 
higher within a year or so. 

By the Fall of 1906 Great Northern had risen to 
348, Delaware & Hudson to 234, Delaware, Lacka- 
wanna & Western to 560, Union Pacific to 195, and 
Chicago & Northwestern to over 240. 

A renewed study of the financial and business 
situation at that time convinced this man that we 
were at the culmination of a boom and that 1907 
would witness a severe financial collapse. He there- 
fore immediately sold his holdings, approximately 
doubling his capital. During the ensuing year he 
reinvested his entire capital in high grade short 
term notes or loaned it on good security. At the 
end of 1907, with about $100,000 capital, he again 
invested in high grade dividend-paying stocks and 
in sound bonds. This time he diversified his capital 
into certain industrial securities such as General 
Electric and American Car & Foundry, as well as in 
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railroad stocks and bonds. His primary reason for 
this action was the clear demonstration by all the 
available facts that the country was again on a 
sound financial foundation and that there would 
therefore be a rebound and revival during 1908 and 
1909. 

This man held these new securities until the latter 
part of 1909. He sold out again before the opening 
of 1910 and had again doubled his capital. 

From 1910 on for several years the business and 
financial trends in this country were decidedly mixed 
and it was extremely difficult to accomplish much 
by following the method which had proved so suc- 
cessful before. Consequently, this man, for several 
years, confined his investments primarily to bond 
issues of substantial quality and high grade divi- 
dend-paying stocks. As he used exceptional intelli- 
gence, however, he was able, at the end of three 
years, to show a further profit on his principal of 
20 per cent., in addition to having had it invested 
at an average return of 6 per cent. during all that 
time. 

With the opening of 1914 this wise investor, who 
was an intelligent student of general conditions, 
concluded that there was danger ahead in both this 
country and Europe. The breaking out of the 
Mexican revolution, the political changes which had 
taken place, the continued unsettlement of the Bal- 
kan Wars in Central Europe and the dubious out- 
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look in Western Europe, were all taken into con- 
sideration. Consequently, when he noted, in the 
spring of 1914, that enormous amounts of American 
and British securities held by Germans were being 
sold in London, Paris, and New York, he decided 
that it was time for him to cash in. He sold every- 
thing that he had except certain extremely high 
grade bonds. His investment capital was kept liquid 
and loaned temporarily on good security. 

When the World War opened in August, 1914, 
this man did not become panic stricken. He studied 
the situation in all its aspects. He realized on care- 
ful reflection that if the war continued for any great 
length of time it would bring about a great business 
boom in this country and that credit conditions 
in the United States would not be upset, as the 
balance of trade with Europe would turn sharply 
in favor of this country and gold in enormous sums 
would be sent here from abroad. These were 
fundamental facts which quite positively pointed 
to a great rise in the security markets at no distant 
date. 

Consequently, in December, 1914, and January, 
1915, this man invested his entire capital in stocks 
like Bethlehem Steel, United States Steel, General 
Electric, American Car & Foundry, the Standard 
Oil issues, motor stocks, leather stocks and other 
manufacturing company stocks. He knew full well 
that the abnormal war situation would create a vast 
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demand for every type of commodity which Europe 
would need. 

Of course, in making this move he got the benefits 
of the inflation and speculation which followed, and 
a large percentage of his ensuing profits were due to 
this speculative condition. But the point to be 
emphasized is that he bought these securities for 
sound basic reasons and on a level of prices which 
was decidedly not a speculative level. 

Everybody knows what happened in the security 
markets in 1915 and 1916. Vast fortunes were made 
by speculators and others, but on the other hand, 
vast fortunes were lost. This particular man, who 
was acting on sound premises, made a vast sum but 
did not lose it. He did not lose it because along in 
1916 he realized that the United States was slowly 
being drawn into the war, and that the reasons for 
the speculative war boom in American securities, on 
which he had based his judgment, would soon be 
eliminated. Consequently he sold practically every- 
thing once more. 

The United States went into the war in the spring 
of 1917. This event was marked by a sharp recession 
in the prices of practically all types of investment 
securities, including bonds of every class, railroad 
stocks of every kind, and practically all industrial 
securities except those specialties which were being 
very directly benefited by the increased demands 
for war munitions and war supplies. The following 
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year and a half was a time of unsettlement in this 
country and uncertainty in the security markets. 
This man consequently followed his traditional 
policy of caution and conservatism and the bulk of 
his capital was kept liquid in loans, although he 
placed a large percentage of it in Liberty Bonds. 

The early fall of 1918 foreshadowed the end of 
the war and it was a simple matter to foresee that 
there would be a return of confidence and a rebound 
in security prices. After the war ended most people 
thought they foresaw a period of business depres- 
sion immediately ahead because of the fact that war 
contracts everywhere would be canceiled and the 
demand for war munitions would immediately cease. 
But such people overlooked the psychological side 
of the situation. They did not realize that the cul- 
mination of the World War would invite a period of 
wild speculation and inflation which would not be 
long in making itself felt. 

Consequently, the investor we have in mind con- 
fidently bought various types of good securities in 
the fall of 1918. He did not buy anything in the 
railroad field except certain high grade bonds, but 
he purchased industrial and miscellaneous stocks 
such as General Electric, American Car & Foundry, 
F. W. Woolworth, ete. These he held right through 
until the end of 1919. He then once more sold out 
practically everything he had for he was student 
enough to foresee the coming collapse of the infla- 
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tion bubble and knew that the time was not far 
distant when most securities would once more be 
selling far below their intrinsic values. 

What happened to this man after 1919? He had 
by that time accumulated nearly $2,000,000. He did 
not at once reinvest these funds permanently; he 
waited until 1921 when he put three-quarters of his 
fortune into high grade bonds of various types, and 
the balance into dividend-paying stocks, among 
which were F. W. Woolworth, American Bank Note 
Company common, American Can Company pre- 
ferred, United States Steel, New York Central, 
Illinois Central, and Atlantic Coast Line. 

My latest information is that this investor had 
retained practically all of these securities, at least up 
to the fall of 1924. His total capital up to that 
time had been augmented to considerably over 
$2,000,000 and was showing him an average yield of 
more than 6 per cent. on the money. 

This case is a very exceptional one. But the 
points to be emphasized in it are these: The man 
achieved this result over the twenty-year period 
without ever having bought securities on narrow 
margins or going deeply into debt to pay for them. 
He did not always reinvest his full income, as he was 
all the time living on a part of this income. He 
made it a rule never to buy or sell a security on the 
strength of rumors, guesses, tips, or so-called inside 
information. 
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Of course, he made a few mistakes of selection and 
here and there had to charge off moderate losses. 
But as a whole he displayed remarkable wisdom 
and judgment. 

Naturally only the exceptional investor could 
expect to have such success as this. It is a matter 
of temperament as well as knowledge, and the aver- 
age person always finds it extremely difficult to act 
consistently on common sense principles and not 
allow judgment to be warped or destroyed. 

Investing for profit, as illustrated by the experi- 
ence of this man, is sound and safe, but only so 
when full knowledge of all the factors, general or 
specific, are available, and when sound judgment 
can be employed in connection with these factors. 
The average person can never hope for perfection 
and can only approximate correctness. 

Consequently, it would be a rash and dangerous 
thing for the average investor to attempt to invest 
exclusively for profit. 

The proper program for investors to follow is 
first to consider the security of their principal and 
invariably confine their selections to securities which 
stand on a sound investment plane, regardless of 
changing business conditions. Such securities are 
found in every group, whether railroads, public 
utilities, industrials, governments, or miscellaneous 
enterprises. They are the securities which in every 
instance are entitled to strong investment ratings. 
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These are the only issues worthy of consideration 
for any one who wishes to invest and not speculate. 

Contrary to the assumption of many people, there 
are better opportunities, and more certain ones, for 
investing for profit in the higher grade groups than 
in lower grade groups. The moment a person begins 
to seek issues on the speculative plane, he is aban- 
doning investment principles and taking the type of 
chances which never can be justified by common 
sense or experience. 

There are those who hold to the view that the 
safest form of investment is that which never gives 
thought to changing trends and does not take into 
consideration the possibilities of prices rising or fall- 
ing over extended periods. But it can easily be 
shown that this theory, while it has some truth, has 
not all the truth. Thousands of investors have not 
only lost opportunities to invest their money per- 
manently at a liberal average return, but have also 
frequently lost large amounts of their principal by 
giving no attention to changing conditions or trends 
of a fundamental nature. As an illustration, I will 
mention the case of a man who some years ago sub- 
mitted to me a list of very high grade bonds which 
he had inherited and which had apparently been 
purchased twenty years or more before. The cost of 
these securities had approximated $100,000. The 
yield at this cost had been about 4 per cent., but 
all of the bonds had been purchased at very high 
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premiums and most of them were 5 or 6 per cent. 
issues. The par value of these securities was about 
$75,000, and the total annual interest amounted to 
about $4,000. The holder of these bonds had paid 
no attention, during his life, to changing interest 
rates throughout the country or to the changing 
purchasing power of the dollar. He had spent all 
of his interest each year and had died assuming that 
he was leaving $100,000 worth of securities to his 
heir. 

As a matter of fact, you will see that this man 
was leaving not $100,000 but about $75,000. While 
he had originally invested $100,000, he had actually 
been spending a part of his principal every year and 
did not know it. For at the time the list was sub- 
mitted to me most of these bonds were approaching 
maturity and the market prices had declined and 
wiped out practically all the former premiums on 
the bonds. Consequently, during twenty years an 
investment fund of the very highest grade type 
resulted in a loss of 25 per cent. of the principal. 

Had this investor given any serious attention to 
the trend of interest rates, to the changing purchas- 
ing power of the dollar, and to the factor of maturity 
of these bonds, he would certainly have made 
changes in his investments from time to time. He 
would have followed at least a partial policy of 
investing for profit and would have switched his 
capital into types of securities which would hold 
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their values as the years went by. Moreover, he 
would have recognized that as the cost of living rose 
his income was actually getting smaller, and it 
therefore would be absolutely necessary for him to 
increase the nominal amount of his annual income 
if he wished to keep his money safely and soundly 
invested. For an income of $4,000 per year in 1910 
was, ten years or so later, really equivalent to only 
about $2,000, so far as purchasing power was con- 
cerned. And the only successful investors during 
that period were the people who were able, without 
taking chances and without endangering their prin- 
cipal, to increase their nominal income as the 
general cost of living rose. 


CHAPTER XIV 
INVESTING FOR “SAFETY PLUS” 


E effect on security values of recurring cycles 

of prosperity and depression indicates how 
complicated and difficult a problem it is for the 
average investor to assure himself of safety. Even 
though he may consistently follow a polity of put- 
ting all of his capital into the highest grade Aaa 
bonds, he is not then assured of keeping his capital 
permanently intact. He can, of course, be prac- 
tically certain of a definite specified income by 
concentrating on the various highest grade issues, 
but the value of his principal being subject to the 
fluctuating changes in interest rates and the pur- 
chasing power of the dollar, he is not even then 
fully protected. 

One must adopt a policy of what is called “ con- 
structive investing” if he is to get the best results 
and most completely protect himself in the matter 
of both principal and income. 

Constructive investing is investing for safety plus 
profit. It has nothing whatever to do with specula- 
tion and avoids the purchase of low grade and un- 
seasoned bonds or stocks quite as much as it for- 
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bids the dangerous method of attempting to guide 
one’s operations by forecasts of short moves in the 
stock market. 

Constructive investing, in a word, consists of 
buying and holding only securities of sound invest- 
ment character, making changes in one’s list in 
accordance with developments affecting the security 
of one’s holdings and in accordance with changing 
conditions in the investment markets. Such a pro- 
gram does not require day-to-day attention to bond 
and stock quotations. It is a plan which can be fol- 
lowed by investors who keep themselves fully in- 
formed on the condition of the concerns in which 
they have invested and on the broad movements of 
business and commerce in general, and who act with 
intelligence in the light of such developments — and 
then sit tight. 

There are several outstanding and essential fac- 
tors to recognize in applying the principles of con- 
structive investment. Briefly, they may be classi- 
fied as follows: 

1. Safety and security. The first act of the in- 
vestor should be to examine carefully all of the 
facts in relation to a specific security. If, for ex- 
ample, he proposes to buy an Aaa bond like Oregon- 
Washington Railroad & Navigation Company First 
4s, he will first study the financial statements of 
that company. He will ascertain the location of 
the property, its earnings over a series of years, the 
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characteristics of the territory covered, the types of 
business done, the tonnage exhibits, the freight and 
passenger rate situation and so forth. He will then 
examine the terms of the mortgage itself or a digest 
of this mortgage and ascertain just how the bond 
is secured and what relation the earning power has 
to the interest requirements. He will then deter- 
mine, by an examination of the balance sheet, the 
general position of this issue and see whether the 
physical value of the property is sufficient to 
protect a mortgage of this particular type. 

Having examined these figures, he may feel that 
they do not appear to justify so high a rating for the 
bond. But he will discover that this particular 
bond is guaranteed principal and interest by en- 
dorsement by the Union Pacific Railroad Company, 
and that this guarantee is an important element 
in the security of the issue. This will lead him to 
an examination of the Union Pacific Railroad, its 
earning power, resources, credit and so forth, and 
indicate the value of the Oregon property to the 
main system. The Union Pacific exhibits will un- 
doubtedly convince him of the high quality of the 
bond as an investment. 

2. But if he purchases the bond as a result of this 
examination and ignores all other factors, he may 
be making a mistake. This particular bond was 
issued in 1914 and sold as high as 92 in that year. 
But by 1918 it had dropped to about 65 and in 1920 
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was as low as 62. In fact, at no time in the last ten 
years has the bond sold as high as 92 and even as 
late as the summer of 1925, it was quoted around 
84. Consequently, the investor who bought these 
bonds on the strength of their security only has not 
had any chance for ten years to get his money back 
by selling the bonds. No one, therefore, would say 
that this bond was an ideal investment in 1914 even 
though it was so highly secured. Therefore, the 
investor, after he has studied a particular issue and 
found it good, should next turn to the prevailing 
interest rate situation and the general trend of 
financial or business conditions. A careful study 
of the investment cycle would prove to him that 
while this bond was a poor purchase in 1914, it 
began to be a very attractive thing to buy in 1918 
and has been relatively attractive ever since. In 
1920 it sold as low as 62, in 1921 as low as 674 and 
in 1923 as low as 754. In recent years the bond has 
been slowly creeping back toward its original value. 

3. A study of the interest rate and investment 
cycle, it will be seen, will indicate when this par- 
ticular bond was a profitable thing to buy. But it is 
also necessary to know whether, having bought the 
bond around the low level in an investment cycle, 
it should later be sold or held indefinitely. It might 
turn out that in another five years the price would 
be back to the low figures of 1920, and therefore the 
constructive investor must be just as able to deter- 
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mine when he is to dispose of his holding as when it 
is wise to buy it. This involves an examination first 
of the date of maturity. If this date is only a few 
years away, such a bond would naturally hold its 
value and slowly approach to par. But the bond 
under discusion does not mature until 1961 and there 
may be several major investment cycles during the 
interval. Consequently, it is an important question 
as to how long he should hold the bond. To deter- 
mine the answer to this question one must study 
long range fundamental trends. He must, for ex- 
ample, try to ascertain whether at the present time 
we are in a period in which world interest rates, 
cost of living and commodity prices in general are 
tending downward or upward. If downward over 
the next thirty or forty years, then his policy would 
be more strongly to hold this bond through fluctuat- 
ing changes. If upward, his policy should be to 
take advantage of one of the three- or five-year 
upward swings in the investment cycle to switch 
into something else. 

The above policies apply to practically all classes 
of the highest grade Aaa bonds, and if an investor’s 
holdings were limited and confined to one or a few 
issues of this type, he would not need to give much 
study to anything else, except to bear always in 
mind that the world is moving on and that cus- 
toms change and a type of business which is now 
normal might become obsolete a generation hence. 
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But constructive investing in its broadest sense 
means a great deal more than merely confining one’s 
funds to bonds of this type. It may be sound in- 
vesting to do this, but not always very profitable 
investing. 

The really constructive investor who has sub- 
stantial capital available should subdivide his funds 
into various classes of securities. Broadly speaking, 
this division might in these days be made in 
approximately the following proportions: 

Twenty-five per cent. in railroad securities, 25 per 
cent. in public utility securities, 20 per cent. in 
American industrial securities, 20 per cent. in foreign 
securities, 10 per cent. in American Government and 
Municipal securities. 

The question as to a percentage of division be- 
tween bonds and stocks of corporations cannot be 
so arbitrarily stated. This is a fluctuating problem, 
for there are occasions when one might wisely have 
most of his railroad investments represented by 
stocks and there are other occasions when he ought 
to confine his selections mainly to bonds. But in all 
instances, if he is an investor and not a speculator, 
everything he selects should be on a genuine invest- 
ment plane and carry a good investment rating. 
Bonds which carry Moody’s Aaa, Aa, A or Baa rat- 
ings are almost exclusively the types of issues to 
which the investor should confine his purchases. 
In the case of stocks, generally no issues rated 


176 PROFITABLE INVESTING 


below Baa should be considered. In these fields the 
investor has unnumbered opportunities for intelli- 
gent selection. 

But the fact cannot be too strongly emphasized 
that constructive or sound investing implies not 
merely the adoption of a wise policy in selection and 
diversification, but it further involves the compli- 
cated problem of keeping one’s capital continuously 
invested wisely. This cannot be done unless the 
investor is prepared, year in and year out, to watch 
his investments or have them properly supervised. 
What he should have done in 1920 may have no 
relation whatever to what he should have done in 
1925. In the year 1920 the level of prices of rail- 
road investments was abnormally low and one could 
almost shut one’s eyes and buy railroad bonds and 
sound railroad stocks with safety. In fact, during 
that year, not only railroads but public utilities, a 
large percentage of good industrials, and many gov- 
ernment bonds were on the bargain counter. Even 
Liberty Bonds in 1920 and 1921 sold at heavy dis- 
counts. On the other hand, European government 
bonds were by no means the bargains that they 
became a year or two later. 

Consequently, the investor who was starting his 
work in 1920 or 1921 would have courageously 
bought railroad bonds and stocks and public utilities 
of high grade, and with a selection of industrials, but 
would not have bought many foreign issues. He 
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would have bought long term bonds and retained 
the bulk of them until the latter part of 1925 when 
he would perhaps have begun to exchange some of 
them for shorter term bonds or certain other se- 
curities. He would have held his industrial stocks, 
for the most part, until some time early in 1923 and 
then sold them, putting his funds temporarily into 
short term obligations. But by the end of 1923 or 
during the first months of 1924, he would have given 
attention to foreign government bonds and would 
have employed his liquid capital in their purchase. 
But during this entire period of five years he would 
have made but few changes in his holdings of public 
utility bonds or stocks and few changes in his rail- 
road holdings. He would perhaps have realized on 
high grade bonds like Liberty loans some time 
in 1924 or 1925. 

Let us submit another illustration of a construc- 
tive method for investment which confines the pol- 
icy entirely to the field of the highest grade bonds. 
As already pointed out, bonds of the class which 
carry an Aaa rating, respond more directly in their 
price movements to slow changes in the world’s 
interest rate than to anything else. They do not 
necessarily keep exact pace with changes in the in- 
terest trend but over reasonably long periods of 
time they reflect this trend pretty accurately. 

Let us therefore take the case of a high grade 
investor, such as an insurance company or other 
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institution which, because of legal limitations or 
very conservative policy, invests its funds only in 
certain specified types of seasoned high grade bonds. 
If such a concern twenty or twenty-five years ago 
were investing its money in a really constructive 
way, special attention would have been given to 
the question of maturity. In those days very long 
term bonds were popular. They were popular 
mainly because of the mistaken theory that the 
world’s interest rate would persistently tend down- 
ward for many decades into the future. This, how- 
ever, proved to be a mistake, and instead of interest 
rates tending downward, they were even at that 
time beginning the long upward trend which did 
not culminate until after the years of the war. This 
tendency could have been demonstrated even in 
those times and thoughtful students of underlying 
conditions foresaw this more or less clearly. 

The constructive investor in those days should 
not have bought long term, high grade bonds un- 
less he was buying them for temporary purposes 
only. His every effort should have been in the 
direction of seeking out short term obligations ma- 
turing within ten years at the latest. An examina- 
tion of bond price trends during the subsequent 
period of fifteen to twenty years will show that the 
man who in those days gave primary attention to 
short term selections, was the really constructive 
investor. During all that period he was continu- 
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ously in a position where he could avoid the dangers 
of long drawn out and permanent depreciation in 
his invested capital. Periodically his securities 
would mature and could be easily changed into other 
short term obligations running a few years more. 
Where his selections were made at the proper time 
and wisely, he was frequently able to get the benefit 
of moderate profits which would offset any minor 
losses which might have occurred. 

Such a man, however, would not necessarily con- 
tinue to be a short term investor for the rest of his 
life. As a matter of fact, when the period of 1920 
or 1921 had arrived, he would have changed his 
policy and instead of seeking short term obligations, 
would look for long term issues of equal quality. 

Thus this man, by the opening of 1925, would 
have been able to look back over a period of a 
quarter of a century and witness an investment 
policy which had been absolutely sound. At no long 
periods would he ever have been confronted with 
serious losses in his principal and he would finally 
have put his funds into a position where they would 
be getting the benefit, protection and advantages 
of the fundamental change in the trend of world 
interest rates which set in a few years after the 
close of the war. 

Still another illustration. Let us consider the 
type of investor who does not limit his selections 
to the highest grade bonds but is also willing to 
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consider more medium grade issues and stock issues 
when they meet the proper investment tests. Such 
a man would, in times of inflation and general spec- 
ulation, switch his capital almost entirely into high 
grade, short term issues or else keep it in some other 
liquid form. He would, however, courageously buy, 
in a period of panic or depression, stock issues of 
the type which, on investigation, would prove to 
be intrinsically worth more than their market price 
and would therefore assuredly respond to the ulti- 
mate return of industrial or business prosperity. 
This man would never buy stocks, even of the high- 
est grade type, in periods of boom. But in times of 
depression he would not bother with bonds except 
of the grades which respond, as stocks do, to 
business conditions. 

These are simply broad principles that I am men- 
tioning. What must be emphasized is the fact that 
in order to follow such constructive plans definitely, 
every investor must either become a thorough and 
qualified student of all the influences and factors, 
fundamental or specific, or else he must be in a 
position to employ others to do this for him. The 
average investor cannot, unaided, manage his in- 
vestment funds constructively any more than the 
average individual can settle legal problems without 
expert guidance or than the average person can al- 
ways successfully doctor himself when sick without 
professional aid. 


CHAPTER XV 
INSTITUTIONAL INVESTING 


HE term “institutional investing” is a very 
broad one and refers to the investment policies 
of all types of institutions, whether those which are 
engaged in seeking profit, such as banks and trust 
companies, or those which are not generally operated 
for profit, such as insurance companies, savings 
banks, and educational, charitable or other institu- 
tions of any kind. In the United States institutional 
investing has become a very important function, 
especially since the days of the very rapid expansion 
in the size and number of banking and other finan- 
cial institutions, of insurance and guarantee com- 
panies of various classes, and finally, of the enor- 
mous increase in the number of educational and 
charitable institutions of many kinds. 

With the rapid increase in American wealth and 
the growth of the multi-millionaire classes, the en- 
dowment funds of charitable and educational in- 
stitutions have become very far-reaching factors in 
the investment field. In these days it is undoubtedly 
true that a large percentage of high grade securities 
are held by institutions which have had the benefit 
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of heavy endowments. Within the past decade hun- 
dreds of millions of dollars have been endowed to 
institutions in the United States, and the great bulk 
of these endowments has taken the form of perma- 
nent investment funds. Consequently the institu- 
tional investing field has grown more and more 
important as time has gone on, and promises to 
become still more important in the years to come. 

It goes without saying that the investments of any 
substantial type of institution should be high grade 
ones. No institution of any character should specu- 
late with its funds or take chances of any kind 
which would make serious losses possible. In the 
case of banking institutions and, for the most part, 
in that of insurance companies, the laws of the 
nation and of the various states do much to regulate 
and restrict the choice of investments. But un- 
fortunately these laws in many cases are inadequate 
or partially unsound and consequently the field is 
sometimes pretty wide open for such investors to 
make many mistakes. 

The danger of mistakes of judgment and bad in- 
vestment selections are still greater in the case of 
such institutions as are not rigidly regulated by 
law. Many charitable and educational institutions 
are not protected in their investment limitations by 
sufficient legal restrictions, and the selection of their 
investments often resolves itself wholly into a ques- 
tion of judgment by the management itself. Fur- 
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ther than this, practically all endowed institutions 
of any size are constantly inheriting legacies in the 
form of all sorts of securities, some good and some 
very bad. Therefore, more than in almost any other 
field, the questions of investment policy, judgment, 
and selection are constantly up for decision. 

In the banking field, investment in bonds has 
become an outstanding function within the past 
ten years. Prior to 1914, before the Federal Reserve 
Law took effect, the national banks of the United 
States were not outstanding bond investors. The 
old law restricted the investment of their funds in a 
more arbitrary way, and while certain types of bond 
obligations could be held by national banks, the 
bulk of them could not. The same thing was true 
of state banks in many states in the union. 

But nowadays national and state banks and trust 
companies represent an important percentage of the 
total American investment market. During the war 
years the financing of Liberty loans and other war 
obligations brought the banks of the country into 
the investment field in a very large way and from 
that time on the investment of banking funds in 
bond obligations has steadily grown until it has 
reached the vast proportions which prevail to-day. 
Under present laws national banks are necessarily 
large investors and many of them have found it 
profitable, in these days of general corporate activi- 
ties, to organize great investment departments and 
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carry a far larger percentage of their deposits and 
reserves in bond and note issues than was dreamed 
of a decade ago. 

The problem of bank investments is necessarily 
complicated by the characteristics, type of business, 
and location of each individual bank. In some sec- 
tions of the country bank resources fluctuate far 
more widely than in others. Bank reserves rise and 
fall, loans expand and contract, with more uniformity 
in sections of the country where business turnover 
occurs or crops are moved at certain definite seasons 
of the year than in other places, like large cities, 
where diversified trade conditions almost dominate 
the situation. Naturally, therefore, the bank which 
is located in territory where there are permanent 
and stable business activities, need not necessarily 
keep its investment funds so liquid as need the 
banks in some other sections of the country. 

A banking institution should, of course, give more 
attention to the question of liquidity in its invest- 
ments than almost any other class. Consequently, 
one of the outstanding considerations in a bank in- 
vestment should be the market for the particular 
issue. Whereas some other type of institution or 
some permanent individual investor can often afford 
to place his money in high-grade issues with a limited 
or uncertain market, the banking institution can 
seldom afford to do this. Bank deposits and bank 
resources are liquid capital and therefore they 
should naturally be kept in liquid form. 
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The same fact applies more or less to the funds of 
institutions such as insurance companies. Insurance 
companies build up reserves which in the aggregate, 
if the company is successful, are permanent reserves. 
They are permanent enough to justify the company 
in investing a substantial proportion of such reserves 
in permanent forms, but nevertheless a good per- 
centage of such reserves should always be kept in 
liquid form. 

It will be seen from the foregoing comments that 
the problem of maturity in bank and insurance 
company investments is an important one. Short 
term obligations, other things being equal, are al- 
ways better for a bank and often better for an in- 
surance company, than are the longer term issues. 
A short term bond will almost inevitably have the 
benefit of a good market and, of course, generally 
maintains its value in a more stable way than does 
the long term obligation. The long term obligation, 
as has frequently been pointed out in this book, 
regardless of its security, is subject to money mar- 
ket conditions, the trend of interest rates, and 
often declines and stays at low prices for a long 
series of years. On the other hand, the obli- 
gation due shortly will hold its approximate market 
value right in the face of unsettlement and tight 
money. 

While it is not necessary nor even desirable for 
banks and insurance companies to confine all of 
their investments to the very highest grade issues, 
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such as United States Government obligations or 
high grade municipal bonds, yet it is important that 
a sharp line should be drawn between issues of dis- 
tinct investment merit and those carrying a specu- 
lative tinge. As a general rule, good banking prac- 
tice in this country has adopted the plan of restrict- 
ing bond investments to the types of issues which are 
rated A or higher by Moody’s. It is, of course, well 
to have a large proportion of Aaa bonds in the vaults 
of a bank but, generally speaking, bonds which are 
slightly less seasoned or somewhat lower grade, but 
which carry ratings of Aa or A, can well be mixed 
with the more seasoned issues. But it is seldom 
that a bond carrying a lower rating than those men- 
tioned is entirely desirable for institutions of this 
type. 

It has become more and more the custom, within 
the past half-dozen years, for banking institutions 
to shift their investment funds from time to time in 
response to money market and business conditions 
and in accordance with the general movement of 
the business cycle. This policy involves expertness 
and study and naturally carries its dangers unless 
care is taken and sound judgment used. But there 
is no reason why a banking institution cannot afford 
to take advantage of changes in conditions within a 
carefully restricted field. The bank managements 
that were wise and farseeing enough to buy sea- 
soned, high grade corporation bonds in 1921, at the 


INSTITUTIONAL INVESTING 187 


low prices which then prevailed, have no reason to 
regret their action, and the bank managements who 
have at the proper time shifted their very short 
term investments into moderately long term issues, 
when conditions warranted it, have usually shown 
great wisdom. 

The only danger of importance in following this 
policy is that there is always a strong temptation 
to overstep conservative lines and take undue 
chances. Whenever there is any doubt as to the 
policy in this respect, the bank management should 
give itself the benefit of the doubt. If the prevailing 
average yield in a given period on high grade, sound 
securities is around 5 per cent., it is only a foolish 
banker who will reach out to try to get 6 per cent. 
The difference between 5 and 6 per cent. is only 1 
per cent. and it is not worth enough to justify any 
one’s taking any chance whatever with the integrity 
of his principal. The banker, more than almost any 
other man, should be constantly impressed with the 
truth that, in investing money, security of principal 
is far more important than increase in income yield, 
and always will be. This truth should always be 
the cornerstone policy of any one who is investing 
other people’s money. 

In the general field of charitable and educational 
institutions, investment policy need not necessarily 
be restricted in the same way that bank investment 
should be. An educational institution, such as a 
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college, receives endowments in various ways which 
it is usually necessary to invest permanently. These 
endowments do not often take the form of liquid 
reserves and are looked upon mainly as permanent 
reserves. Unless the endowment is something which 
is shortly to be used for improvements or buildings, 
it is invested for the purpose of permanently securing 
income for use in some way in the institution. 
Funds of this kind will presumably remain intact 
for indefinite periods and therefore can well be in- 
vested in long term obligations. It is usually better 
for the management of such an institution to place 
the funds in long term bonds, rather than to at- 
tempt to take advantage of fluctuating prices or 
yields and keep the funds lquid. This general 
principle applies to hospitals, endowed churches and 
other religious organizations, as well as permanent 
charitable institutions. The ideal situation for any 
institution of this nature is to accumulate and per- 
manently protect a large reserve which will abso- 
lutely insure a definite amount of revenue from year 
to year. 

The most successful managements of institutions 
in the United States have long followed this general 
plan and if one could examine the strong boxes of 
the greatest American universities, endowed schools, 
hospitals, and religious institutions, one would prob- 
ably find that the bulk of their funds was well 
invested in highly protected obligations for all 
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time. This policy is one which should never be 
abandoned. 

But the problem of the endowed institutions is 
not limited to that of investing cash funds or ac- 
cumulating reserves. As already pointed out, en- 
dowments come into institutions in every possible 
form and often the institution finds itself presented 
with types of speculative issues with which it knows 
not what to do. Too often, through bad advice or 
doubt, such bequests have been kept in the form in 
which they have been received, and in a little while 
the institution has found itself an unwilling specu- 
lator in doubtful securities. As a general principle, 
therefore, it is sound policy for any institution to 
cash in its bequests as rapidly as possible where they 
are of a doubtful nature. It may often prove that 
they have been sold too cheaply, but on the other 
hand, it often occurs that by holding them they 
become entirely worthless. 

It will thus be seen that, after all, institutional in- 
vesting involves a pretty thorough knowledge of all 
of the fundamental factors which affect investment 
values in general. Whereas the bank or other type 
of institution, whether operated for money making 
or not, must necessarily confine its investment se- 
lections to high grade issues, the best judgment can- 
not be exercised without having full knowledge of 
general business and financial trends. Investors in 
Liberty Bonds know well that during the past five 
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years there have been times when the purchase of 
these bonds was wise and also times when it was 
much better to keep their capital liquid or defer 
purchases. Even the very high grade obligations of 
short term variety fluctuate to a considerable ex- 
tent during certain periods, and it is for the institu- 
tion to use intelligence in connection with cycle 
movements of this kind. 

Furthermore, an important consideration for the 
institutional investor is to take full recognition of in- 
vestment yields. Too often do investors forget that 
as bonds approach maturity their yield is directly 
affected, and that, by a wise and careful study of 
conditions, they can often realize on an investment 
on a better basis than had been originally planned. 
As an instance, take the case of a high grade rail- 
road bond like Michigan Central 4s, due 1929. Six 
years ago these bonds, while undeniably high grade, 
were selling below 80. They had ten years to run, 
and therefore the purchaser at that time had a 
splendid ten-year investment insuring him a large 
income to maturity, as the principal would be pay- 
able at par in 1929. But in 1925, or four years prior 
to maturity, these bonds had risen to only two 
points below their par value. Consequently, the in- 
vestor who purchased the bond at 80 in 1919 would 
find it far more profitable to cash in at 98 in 1925. 
rather than hold the bond for par in 1929. By 1925 
the bond had risen eighteen points from the cost 
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figure, and during the period from 1925 to 1929 it 
cannot possibly rise over two points more. 

Problems of this type constantly come up with the 
investor in high grade securities, and efficient in- 
vestment methods require that they be given careful 
and expert attention. 


CHAPTER XVI 
INVESTMENTS FOR BUSINESS MEN 


HE typical successful business man who earns 
a[s each year a substantial surplus above his ex- 
penses and current needs in his business, more often 
than not becomes an investor in bonds and stocks. 
Probably a very high percentage of the bond and 
stock purchases of investors in this country are those 
of business men, so-called. 

The term “ business man ” as here used, refers not 
only to the individual or individuals who are heads 
of their own firms or partnerships, but includes all 
types of men who are in business life in all sorts of 
capacities, even though a very high percentage of 
them are simply corporation officials or high class 
clerks. They are men who not only live on profits 
derived from business activities, but also those who 
live on substantial salaries, commissions or revenues 
of similar type. In other words, the business men 
class is that class which is not living merely on in- 
vestment income but is doing something contin- 
uously toward the general production of wealth. 

It has become the fashion in recent years to desig- 
nate as business men’s investments a large class of 
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securities which are neither very high grade nor 
very low grade. It is contended that the business 
man, as such, does not need to put his surplus funds 
into the highest grade seasoned investments, as he 
is more in a position to watch his investments than 
the average investor and can therefore afford to 
take greater risks. It has always seemed to me that 
there is something unsound in this argument. While 
it may apply in many cases, it is certainly not sound 
as a general proposition. 

The business man is supposed to be a person whose 
familiarity with business and financial conditions 
generally is such that he can pick and choose an in- 
vestment more intelligently than can a widow or 
an orphan or a person who is not in direct contact 
with business life. Being familiar with quotations, 
markets and so forth, it is assumed that he can give 
more time and more intelligent attention to condi- 
tions surrounding speculative securities than can the 
person who is in some other walk of life. 

But is this true? An active business man, whether 
the head of a business, a partner, an official or a 
clerk, must necessarily give the best of his intelli- 
gence and time to the thing which he is actively 
engaged in. He has not the leisure to study invest- 
ment values and usually he cannot afford to divert 
himself from his main occupation, which is his busi- 
ness, to that of watching and analyzing the financial 
markets. It has long seemed to me that more, al- 
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most, than any other class, the typical business man 
is one who needs high grade investments rather than 
speculative ones. 

With the great majority of men in business, their 
speculation in life is their business. Every business 
is a speculation more or less, and many men are 
successful in their occupation simply because they 
become expert in the thing which they are daily 
doing and understand its risks and its opportunities 
far more than does the outside public. Conse- 
quently, the typical business man should, if he is 
successful enough to accumulate surplus capital 
which he does not need in his business, put such 
surplus capital into sound securities which do not 
require careful and daily watching. 

It would seem absurd to a practical business man 
whose occupation was that of the sale of clothing, 
to invest his surplus capital in a minor way in some 
restaurant or shoe store one thousand miles away 
from his own location. If a resident of New York 
City is asked to invest $5,000 in a restaurant in 
San Francisco, about which he knows nothing ex- 
cept the fact that it is a success and is being run 
on legitimate lines, he would almost certainly say 
that he knew nothing about the restaurant business 
and that unless he controlled it and could have a 
voice in its management, he would be a fool to put 
money into it. And yet, the same man is told that 
he should put his $5,000 into some bond or stock 
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which is called a “ business man’s investment ” and 
which represents a small interest in some enterprise 
or undertaking far away from home. Of course, the 
only compensating factor in this operation to him 
would be that perhaps there is an excellent market 
for this stock or bond, and he thus may have the 
possible chance of sooner or later selling out at a 
profit. 

But this is speculating and not investing, and 
business men who follow this general policy really 
have two speculations, one their own business and 
the other their so-called investments. 

Many years ago a business man who was at the 
head of a substantial commercial enterprise in New 
York City, said to me that he had been taking out 
about $10,000 a year from his profits for ten years 
or more and investing these sums in securities as a 
reserve for his old age. He was evidently making 
from $30,000 to $50,000 a year in his own business. 
But instead of putting this $10,000 a year into high 
grade, well secured bonds, he was spreading it out 
over a large list of medium or low grade securities 
and was carrying a large line of more or less specu- 
lative stocks on margin. I remarked at the time 
that I did not believe it would pay him in the long 
run to follow this policy and that in ten years’ time 
he would be much better off if he stuck to some plan 
of investing his money permanently on a 5 per cent. 
or 6 per cent. basis. He laughed at this, remarking 
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that he had never lost anything worth while yet 
and that sooner or later he would make a big stake 
in the market. 

Fifteen years rolled by and one day this man came 
into my office. He looked thirty years older, broken 
down physically and was by no means the upstand- 
ing type of man of the old days. He told me his 
story and prefaced it by remarking that “ the advice 
you gave me fifteen years ago was right but I have 
only recently realized it.” 

He said that during the entire period of fifteen 
years he had been investing his money in specula- 
tive securities, in stock market trades and in look- 
ing for his great opportunity to make a clean-up. 

“The result has been,” he said, “ that my business 
has dried up simply because I could not give exclu- 
sive attention to it. All these years I have had to 
watch quotations and the stock ticker and keep 
track of my securities. This situation ultimately 
affected my health and I have just come out of a 
sanitarium after a three years’ stay. I still have the 
bulk of my capital, but although fifteen years have 
gone by, I find that my average return in interest 
or dividends, after deducting losses and expenses, 
has been less than 2 per cent. per annum. On the 
other hand, I find that in fifteen years’ time I have 
paid out to stock and bond brokers no less than 
$140,000 in commissions and interest. 

“Now,” said he, “I have finally come to my 
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senses and am investing the moderate sum I have in 
high class bonds which are entitled to sound invest- 
ment ratings.” 

Probably this story could be repeated thousands 
of times among American business men. Perhaps 
every one with anything like a wide business ac- 
quaintance knows of cases which duplicate this one. 
An enormous number of American business men are 
constantly making substantial money in their own 
lines of business which they know all about and are 
regularly and religiously dropping this same money 
in Wall Street year after year. Most of them never 
seem to learn very much by experience. 

There are, however, true business men’s invest- 
ments. They are always high class investments. 
They are always the types of stocks and bonds which 
are so secure and so stable that the tired business 
man, when he goes to bed at night, can sleep. The 
very moment a business man gets hold of an invest- 
ment which keeps him awake nights, it is no longer 
an investment which a business man should have. 

It seems unnecessary to emphasize the fact that 
the first consideration that should be given full 
weight by any business man in investing money is 
to confine his selections to securities which will not 
divert his attention from his business, which will 
not impair his health and which will not disturb 
his sleep. The true purpose of a business man’s 
investment should be something which will enable 
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him to sleep better and not poorer. This implies 
that it should be something of exceptional security 
which does not fluctuate in a speculative market 
under all ordinary conditions, and which constantly 
gives him the feeling of having a secure reserve. 

Of course, I do not wish to imply that business 
men should confine their investment selections ex- 
clusively to fixed income-bearing securities or to the 
types of bonds which are in the Aaa class. A busi- 
ness man can afford to buy many junior bonds of 
demonstrated security and also can afford to buy 
high grade stock issues. But no business man who 
is really active in business life and has capital at 
stake, can afford to trade aggressively in securities 
or buy and sell stocks or bonds for short turns and 
primarily for securing quick profits. 

On the other hand, he often can afford to pur- 
chase securities for the so-called long pull. This 
involves careful selection and exhaustive research 
at all times. If he is as intelligent in his investment 
policy as he may be in his own business policy, he 
will select securities for long term holding only after 
he has developed sound reasons for doing so. In 
brief, he will follow the same mental process in 
purchasing a stock issue that he follows in purchas- 
ing the type of commodity in which he deals. If a 
man is in the leather business, he becomes perhaps 
an expert in the leather market and when he makes 
large purchases he has sound reasons for doing so. 
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His judgment may be wrong, but nevertheless he 
exercises his judgment and does not make his pur- 
chase on mere impulse or sentiment. And he should 
make his security purchases on the same plan. 

I have in mind a wise business man who in fol- 
lowing this policy for a series of years has been ex- 
tremely successful. Ten years ago he made a care- 
ful study of the chain store business and then made 
an intensive study of the business and financial con- 
dition of the Woolworth Company. He gave the 
same kind of intelligent thought to this matter that 
he would have given had he planned to go into the 
chain store business himself. Finally, being satis- 
fied that his judgment was sound, he purchased a 
substantial block of Woolworth Company common 
at $120 a share, paying cash for it, and putting the 
certificates in his safe deposit box. During the fol- 
lowing years Woolworth stock fluctuated more or 
less widely, but the trend was always upward. 

The average speculative investor or ordinary busi- 
ness man would no doubt have sold this stock after 
a twenty or thirty-point advance, as the dividends 
were not extraordinarily high for a stock of this 
price. But this man had studied the business, saw 
its possibilities and continued to hold the stock as 
an investment. When I last heard of him he still 
had this investment. 

Some people would say that this man has reaped 
a great speculative profit. He has reaped a great 
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profit, but his motive was not speculation; his judg- 
ment was not based on a speculative proposition in 
the ordinary sense, and he has more than doubled 
his capital simply because he knew what he was buy- 
ing and continued to have faith in it. 

It will be seen, therefore, that successful investing 
for business men should involve the same conserva- 
tive and logical policies of sound judgment and con- 
servatism that are required for all genuine investing. 
The very moment one steps over the line and begins 
to take chances on the theory that he can watch his 
problem closely, he is no longer an investor but has 
become a speculator. 

While the general statement is made that the 
American investment field is made up, to a large 
extent, among business men, yet as a matter of fact 
it is probably true that only a small proportion of 
these business men investors are genuine investors. 
Most of them are speculators whether they know it 
or not. They are constantly being appealed to by 
sellers of semi-speculative securities on the theory 
that speculative investments are safer in their hands 
than in the hands of the ordinary person. But as 
I have tried to demonstrate, this is not true. 

The only type of business man who ean afford to 
take speculative or semi-speculative chances in his 
security selections is the man whose own business 
is not a speculation to any extent, and who is so 
entrenched with his business income, whatever it 
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may be, that regardless of developments, it will 
surely go on. There are, of course, many such men 
in this country. There are businesses of large size 
so well founded and so strongly protected by ex- 
clusive rights, great prestige, large capital, or enor- 
mous good will, that even criminally poor manage- 
ment can scarcely injure them. 

The story was once told to me of a certain large 
business in New York City which had been estab- 
lished fifty years or more ago but which had been 
grossly mismanaged and neglected for over twenty 
years. And yet, because of its character and secure 
position, it was still making just about as great a 
profit each year as ever. This business is still going 
on in the same way, and, so far as I can see, can 
run a century yet. Perhaps the people who own 
this business can afford to take speculative chances 
in their outside ventures if they care to. But such 
a business is decidedly the exception rather than 
the rule. 

It all comes down to a question of security after 
all. The business man who buys either stocks or 
bonds because they are listed on some stock ex- 
change and therefore have apparently a wide and 
active market, is not by any means giving all the 
thought to the matter that he should. In these days 
of the creation of new securities in enormous quanti- 
ties, the great majority of which are not listed on 
exchanges, the question of active markets is a very 
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different one from that of thirty years ago. It is 
almost as easy for one to buy or sell an unlisted bond 
of genuine character as it is for him to buy or sell 
Liberty Bonds on the New York Stock Exchange. 

The investment banking business has developed 
so enormously in recent years that nowadays one 
can, in any city or substantial town in the United 
States, buy desirable securities across the counter 
as he can buy a hat or a pair of shoes. 

Knowledge of the facts is the thing that usually 
makes a man successful in business, and knowledge 
of all investment facts is the main thing that makes 
a business man a successful investor. 


CHAPTER X VIL 
INVESTMENT POLICIES FOR WOMEN 


HE great outstanding class of investors who 

require, more than any other class, careful 
guidance in the employment of their investment 
funds, are women and others who are more or less 
directly dependent upon their investment income 
for their living. Added to this might be classed the 
people, generally, who live on moderate salaries and 
attempt to do a little systematic saving from year 
to year. 

At the outset it should be emphasized that none of 
these people should attempt to speculate in either 
stocks or bonds. The importance to them of abso- 
lute security of principal is very great and should 
not be overlooked for a moment. In the vast ma- 
jority of cases the amount of their principal is 
limited and the loss of even a small part of this 
principal generally brings disaster. 

It is unfortunately a fact that a very large per- 
centage of women investors are “easy marks” for 
the promoter and get-rich-quick schemer. They 
are much more apt to listen to plausible stories of 
stock market tips and other rainbow opportunities 
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than is the average practical business man. Many 
stories could be told of women who have inherited 
substantial sums of money and have immediately 
been persuaded by friends, relatives or interested 
and unprincipled men, to put their entire ‘inherit- 
ance into some promotion scheme or some type of 
security which results in complete and immediate 
disaster. 

I have in mind the ease of a woman who some 
years ago lost her husband whose life was insured 
for $10,000. This money was absolutely everything 
she had in the world. The agent who had insured 
her husband’s life immediately offered to cash in 
the policy for her. This she allowed him to do and 
when he brought the check to her, he asked, “ What 
are you going to do with this money?” She said 
that she wanted to invest it to pay the largest return 
possible. 

The agent at once offered to invest the money 
for her so that she would receive a yield of 6 per 
cent. This agent, who was undoubtedly a crook, 
then went to a cheap speculative bond broker and 
bought from him $10,000 of very speculative street 
railway bonds, paying 75 cents on the dollar for 
them. They were 6 per cent. bonds, but the com- 
pany was not doing well and was almost on the 
verge of receivership. The bonds were not listed, 
and had not sold higher than 75 for a long time. 

The insurance agent then turned these bonds over 


INVESTMENT POLICIES FOR WOMEN 205 


to the widow at 100 cents on the dollar, pocketing 
for himself $2,500. Before the next coupon fell due, 
the street railway went into receivers’ hands and 
the bonds defaulted. At once they dropped to 50 
cents on the dollar and before the widow could 
really investigate the matter, the best bid she could 
get was 40 cents on the dollar. She sold the bonds 
at this price and thus her small capital was reduced 
to $4,000. 

But this was not the end of the story. A brother- 
in-law who happened to be a broker’s clerk in Wall 
Street, urged her to let him take this $4,000 and see 
if he could not double it for her in the stock market. 
He was a young man of little experience but great 
assurance. He decided to play the market short on 
various tips which had come under his notice. 

In six months’ time he had manipulated the entire 
$4,000 out of existence and had placed his sister-in- 
law in debt to the broker to the extent of over a 
thousand dollars. 

This is just one experience among thousands. 
The woman knew absolutely nothing about invest- 
ments and took the advice of people who were sup- 
posed to know something about the subject. Prob- 
ably I could fill pages telling of similar instances 
which have occurred in all parts of the country. 

It is necessary to impress very deeply on the 
minds of people who have no investment knowl- 
edge that first of all they should never take the 
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advice of interested parties. They should never take 
the advice of a relative or a friend unless that rela- 
tive or friend happens to be thoroughly expert and 
informed on investment subjects. The intention of 
friends is almost always good, but good intentions 
alone do not make for safety. As many investors 
have found to their sorrow, friends are often greater 
amateurs than they are themselves. 

Women and dependent people should never forget 
the fact that nothing more than normal interest 
return can be secured on any capital unless some 
risk is taken, and the higher the yield on the capital, 
the larger the risk. In these days of relatively high 
investment yields, a larger income return can be 
secured with safety on investment capital than was 
the case twenty years ago. In the earlier days it was 
very difficult for one to invest funds with entire 
safety and get a yield of much over 5 per cent. 
Nowadays, however, it is reasonable for investors of 
this class to try to secure an average of about 6 per 
cent., but they should not expect to get much more 
than this without incurring a substantial amount of 
risk. 

And it should further be pointed out that even 
6 per cent. cannot safely be secured without broad 
diversification of funds. One of the greatest mis- 
takes that small investors make who have only a 
few thousand dollars to invest, is to put all their 
money into one or two things. For twenty years or 


INVESTMENT POLICIES FOR WOMEN 207 


more I have been supervising small investment 
funds or giving counsel and advice to small investors. 
Many of these investors have had only a few thou- 
sand dollars. Almost invariably they want to put 
this small sum of money into one or two securities, 
giving as the reason that it is so much simpler to 
collect their interest or dividends from one source 
and it is so much more interesting to see one se- 
curity rise in value, in which they have a substantial 
stake, stead of having small sums of money in 
many different things. 

But there is hardly a greater truth to be empha- 
sized than the fact that the smaller the sum pos- 
sessed, the more important it is that the risk which 
is inherent in all things be spread over as broad a 
field as possible and thus minimized to the fullest 
extent. Only in this way can one feel fully secure 
and be reasonably certain that there will never be 
much danger of a serious loss. 

As an illustration of how important the principle 
of broad diversification is, I submit below the experi- 
ence of two women clients whose affairs I have been 
familiar with for half a dozen years. 

The first client, whose capital sum was about 
$10,000, agreed to diversify her funds according to 
a plan we worked out for her. This plan required 
her to put not more than $500 in any one security. 
The securities selected were all issues carrying not 
lower than an A rating. They were divided about 
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evenly between bonds and preferred stocks. The 
average net yield of the entire twenty issues at the 
time of purchase was a little over 6 per cent. Dur- 
ing the five years following, about half of these 
securities were changed under our advice and in 
making the change all but one of these securities 
were sold either at the price paid or at a premium 
over this price. Only one of the twenty issues pur- 
chased turned out poorly and had to be sold at a 
loss. The result of this method has been that at 
the present time this client has all of her principal, 
with possibly a 10 per cent. increase in valuation, 
and is still receiving more than 6 per cent. per annum 
on her original investment. Any one or all of her 
securities could be sold at any time and bring her 
back more than her original cash. 

The other client who also had about $10,000, 
refused to adopt the principle of diversification and 
insisted on having us recommend some good divi- 
dend paying stock of strong investment quality 
which might appreciate in value in the future. The 
stock I recommended was General Electric, then 
selling around $150 per share. I urged her, however, 
to hold this for dividend return and not pay any 
attention to market prices or think of selling it until 
I so advised her. The stock after that rose to 180 
and, of course, she was greatly excited over her paper 
profits. She immediately began to feel like a specu- 
lator and thought that she was getting rich quick. 
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She did not sell, however, but the following year 
when there was a great crash in the stock market, 
General Electric dropped down to about 125. Panic 
stricken, she sold her stock in a frightened moment, 
and, of course, incurred a considerable loss. 

Then when times got better and the stock began 
to rise, she was afraid to buy it, always waiting for 
a reaction. The reaction never came and, as we 
know, General Electric kept climbing until by the 
fall of 1924 it had risen to about 300. In the mean- 
time, this woman investor, who had lost a part of 
her principal because of her own foolish actions, 
decided that she would try to make up her loss 
without any further expert advice. So she went to 
an interested broker who advised her to buy Pierce 
Oil Corporation 8 per cent. preferred stock which 
was then selling at about 90. This was in 1920 or 
1921. She put all her capital into Pierce Oil pre- 
ferred which, at this price, gave her a yield of 9 per 
cent. 

Within one year thereafter Pierce Oil defaulted 
on its dividend, the stock began to drop in price, 
and never stopped dropping until it went below 20. 
Then, frightened again, this woman sold out. As 
a result of all this, in three or four years’ time this 
woman had lost 80 per cent. of her original capital, 
as contrasted with the other woman who diversified 
her investments and still has her capital intact. 

More than twenty years ago I expressed the opin- 
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ion that more money was lost each year by investors 
than by speculators. What I meant was that the 
great majority of small investors who thought they 
were investing their capital, were really speculating 
with it in the wildest way and were not conscious 
of the fact that they were doing this. Such was the 
case of this woman who bought and sold the General 
Electric stock and then got into the Pierce Oil pre- 
ferred. She was sure she was an investor, but un- 
consciously she was a speculator. 

I still believe that a tremendous percentage of the 
money lost in securities in this country every year 
is lost by people who intend to invest and think 
they are investing, but who are really speculating. 
Estimates have been made by the Federal Trade 
Commission indicating that something like $500-— 
000,000 is lost each year by people in this country 
who put their money into wild-cat or other pro- 
motion schemes. Certainly I believe that a sum 
fairly comparable to this is lost each year by the 
many thousands of people who call themselves 
investors. 

It is not to be expected that the average small 
investor, male or female, should be able to diversify 
their investment funds with entire safety without 
special knowledge, experience or expert advice. But 
even where the best advice is not available, there 
are many safeguards that can be adopted. Any 
person of fair intelligence can pick and choose in- 
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vestments within a restricted range. Let a woman 
investor with no previous experience examine the 
daily record of bond quotations on the New York 
Stock Exchange which are published in the morning 
newspaper. In this record she will find many bonds 
selling at prices to show a yield of 44 per cent. to 
5 per cent. 

If she buys any of these bonds which show these 
low yields, she can rest assured that she is not risk- 
ing her principal to any material extent. If she buys 
Liberty Bonds she is not risking her principal. But 
when it comes to the question of getting a larger 
yield than such bonds show, or diversifying her 
capital sum into a number of different issues of dif- 
ferent characteristics, in different parts of the coun- 
try, and different parts of the world, it is entirely 
necessary for her to have special guidance. 

As a general investment principle it can be stated 
that even the completely uninformed investor can, 
with a little intelligence, buy bonds of high intrinsic 
value which will yield approximately the market 
money rate. But this rate may be only 4 per cent. 
or even less, and in these days such a low percentage 
is not inducement enough for the small investor to 
bother with securities at all. Such investors can get 
a similar rate of interest by simply putting their 
money into savings banks. 

Any added yield beyond the current interest rate, 
which at the present writing is in the neighborhood 
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of 4 per cent., is really the compensation secured as 
a result of the application of intelligent investment 
knowledge. It is certainly well worth securing this 
investment knowledge to increase one’s assured in- 
come from 4 per cent. to 6 per cent. But no small 
investor, male or female, has the right to expect a 
yield of 6 per cent. on their capital without risk of 
principal, unless they already possess expert invest- 
ment knowledge or use means for getting the benefit 
of it. 


CHAPTER X VITI 
INVESTMENT POLICIES FOR THE MASSES 


NLY within recent years has it been possible 
to give serious consideration to investment 
policies for the masses of people of all grades of 
income and in all walks of life in this country. 
Prior to the World War about the only sane advice 
that could be given to the average man in the street 
with no particular amount of investment capital but 
with a little saving ability, was to advise him to put 
his savings in the savings bank and get the 4 per 
cent. interest which most banks of this character pay. 
The savings banks were invented for the masses and 
still operate for the masses. They are a wonderful 
institution in a country like the United States and 
probably always will continue to be important. 
Savings bank deposits have continued to grow in 
this country for many, many years, and in the East- 
ern states, at least, are nowadays larger than ever. 
But since the days of the flotation of the great 
Liberty loans and the great inerease in production 
and growth in general wealth in this country, people 
of all degrees of income and in all walks of life have 
tended to become direct investors in securities in 
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ever increasing numbers. The typical man or wo- 
man who used to put $100 or $200 a year in a sav- 
ings bank is now more apt to consider direct invest- 
ing in securities of some type than was the case in 
former days. These people were to some extent 
educated to the idea of holding bonds and cutting 
coupons during the war period and immediately 
thereafter. This awakening interest in the invest- 
ment markets has, however, been further developed 
by events of a purely modern character which have 
come into existence in recent years. One of these 
modern developments has been the growth of a 
nation-wide movement among corporations to sell 
their securities directly to employees and to con- 
sumers of their products. 

The greatest development along this line has 
taken place in the public utility field. Probably 
ten years ago there were but a few cases in this 
country where any substantial public utility cor- 
poration had made any attempt to interest its own 
customers in its securities, and certainly there were 
few industrial corporations which had offered oppor- 
tunities to their own employees to become stock or 
bondholders. The outstanding exception in this 
country prior to the war was that of the United 
States Steel Corporation. This company began, 
more than twenty years ago, to each year offer its 
employees common stock on some installment plan 
at a considerable discount from the prevailing 
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market price. In the earlier years this plan did not 
work very well simply because the Steel Corpora- 
tion went through a period of relatively hard times 
and paid few or no dividends for some years. But 
with the revival in their affairs, which began after 
the panic of 1907, the common stock became increas- 
ingly valuable and more and more of the Steel Cor- 
poration employees began to become substantial 
owners. 

At this writing it is roughly estimated by the best 
authorities that there are probably in this country 
more than a million employees of substantial cor- 
porations who have become moderate stock holders 
in the businesses for which they are working; and 
the tendency is increasing every day. Very few of 
the large public utility enterprises of the country 
nowadays fail to invite their employees in on a basis 
of partial or full ownership of securities, and during 
the next ten years it seems certain that a high per- 
centage of the capitalization of all the big corporate 
enterprises of the country will be owned in small 
units by millions of employees. 

Another development has been along the line of 
customer ownership, as mentioned above. This 
customer ownership growth has been mainly among 
public utility enterprises. It promises to increase to 
far greater proportions as time goes on, and even 
the highest grade utilities with the largest capital 
and best credit are turning more and more to their 
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own consumers for added capital. This growth has 
been especially marked in cases like that of the 
American Telephone & Telegraph Company, the 
Consolidated Gas Company of New York, the Paci- 
fic Gas & Electric Company, the Southern California 
Edison Company, the Philadelphia Rapid Transit 
Company, and others of this type. As a consequence 
of this tendency, millions of people in this country 
who had not the slightest conception ten years ago 
of what a security investment was, are now becom- 
ing actual investors. 

This development has been furthered by the 
policy adopted in recent years by corporations and 
by governments, of issuing bonds in small denomina- 
tions. Prior to the war very few American corpora- 
tions ever issued bonds in smaller denominations 
than $1000. Nowadays a high percentage of the 
bond issues which are offered in the New York 
market are issued not only in $1000 denominations, 
but also in $500 denominations and many in $100 
denominations. Nearly all of the foreign dollar 
loans which have been sold in this country since 
the war are issued in small as well as large denomina- 
tions. 

Thus, with this broad development in the invest- 
ment markets, fields have been opened up which 
never before existed, for the average man with no 
capital whatever. Nowadays almost any one can 
become an investor. A man can start with a $10 bill. 
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He can buy a $100 bond or a $100 share of stock on 
the installment plan by paying $10 down and $10 a 
month. He can thus begin to accumulate capital 
on a very low basis and if he is systematic and care- 
ful in the reinvestment of his interest or dividends, 
he can build up, in the course of years, a substantial 
reserve without feeling any real strain whatever. 

It is often argued by these small investors that to 
try to diversify such small sums or to be satisfied 
with an investment which shows only 5 per cent. or 
6 per cent. per annum, is not worth while and, there- 
fore, the tendency of this class of people is unusually 
pronounced in favor of taking a chance in a specula- 
tive proposition. This is one reason why the get- 
rich-quick promoter finds this field very lucrative. 
It seems probable that of the enormous sums of 
money lost every year through wild-cat security 
buying, a large amount comes from these little in- 
vestors. It is so easy for a man to be talked into 
risking a hundred dollars on an oil stock or some 
other hole in the ground, with the idea that he will 
shortly make thousands. Consequently, investment 
education in this field is probably more important 
than in any other. 

These many thousands of people who are what 
are known as “ employee investors ” and “ consumer 
investors,” need guidance and education fully as 
much as do larger investors. A man must not as- 
sume that because some gas company is offering to 
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sell him a share of common stock on an installment 
plan, that he is necessarily getting a high grade 
investment. He may be getting a more or less 
speculative piece of paper. And the employee who 
takes stock from his employer ought to know some- 
thing about the investment value of that stock be- 
fore he consents to put his hard-earned savings into 
it. 

Of course, the wisely managed corporation will 
not sell purely speculative or worthless securities to 
its own employees or to its own customers. To do 
this would be shortsighted and would do the man- 
agement more harm in the long run than the effort 
would be worth. But managements of corporations, 
as experience has shown, are not always wise nor is 
their judgment always of the best. They make mis- 
takes of judgment and other mistakes just as every- 
body does. To invest money on pure faith is always 
a speculation. Money should never be invested 
except on a basis of proven facts. 

The kind of education that the very small in- 
vestor needs is the same kind of education that the 
large investor needs. He needs expert knowledge 
of the thing he is investing in. Too often he thinks 
a thing is cheap because its price is low. He is like 
the woman who bought a box of cigars for her hus- 
band at Christmas. The husband was accustomed 
to paying $10 a box for his favorite brand. His wife 
went into a cigar store and’ discovered a box of 
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cigars just as large as those her husband smoked and 
to her eyes just as good looking, and they were only 
a dollar a box. Naturally when she presented these 
cigars to him she told him how clever she had been 
in buying them at a great bargain, having paid only 
one-tenth the price that he had been foolish enough 
to pay. 

There are investment bonds, as well as stocks, 
which could be classed as being made of the same 
kind of sweepings as these one-dollar cigars were 
made of. I know of an instance where a small in- 
vestor a few years ago noticed that Interborough- 
Metropolitan 44 per cent. bonds were selling on the 
Stock Exchange at 6. He figured that he could get 
about $1700 worth of bonds for about $100 in cash. 
He bought the bonds which on their face were 
valued at $1700 and paid about $100 for them. He 
thought he had a bargain but it was not long before 
he realized that he had paid a pretty high price for 
a whole lot of wall paper. 

In these days, with the very low denominations at 
which bonds of many types are issued, and with the 
low valuations of many no par value stocks of good 
quality, even the smallest investor can start a sys- 
tematic savings program with wide investment 
diversification. Suppose a person expects to save 
only two or three hundred dollars a year. It is 
possible for that person to invest this small sum in 
half a dozen or more different enterprises. If, as is 
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usually the case, he is buying securities on the in- 
stallment plan, he can easily buy a number of issues 
with a few dollars a week. It may take him two or 
three years to pay in full for his investments, but 
it is much better for him to have several types of 
issues even in very small amount, rather than to put 
all his funds into one issue, 

In recent years there has begun to be developed 
in this country what are known as “ Investment 
Trusts.” These Investment Trusts are devised pri- 
marily for the small investor. This system of in- 
vesting small sums through Investment Trusts has 
been developed to a large degree in Europe during 
the past twenty-five or thirty years. In England 
alone there are hundreds of Investment Trusts, and 
the movement has expanded into Holland, Belgium, 
France, and on the continent generally. 

Where an Investment Trust is properly controlled 
and well protected, it offers a genuine opportunity 
for a small investor to diversify his capital. But 
there are several types of these Trusts. The safest 
type, without any question, is that where specific 
collateral is deposited with a trust company back of 
the Trust Certificates or other securities issued and 
sold to the investor. When this specific collateral, 
which cannot be changed without liquidating the 
Trust, is placed behind the certificates which are 
issued, there can be no question as to the character 
of the security which the investor holds. Broad 
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diversification is the main feature of value back of 
this scheme. It gives the investor an opportunity 
to diversify his capital without any expert knowl- 
edge or experience on his own part, and if the se- 
curities deposited are of the proper quality, he has 
little to fear in the way of loss. 

Naturally, however, the yield on an Investment 
Trust security is not likely to be quite so high as 
might be the case should the investor select his 
securities directly and do it with the best intelligence 
and best judgment. But the average small investor 
of this type cannot use the best intelligence always, 
and usually lacks any real experience whatever. 

It seems probable that this Investment Trust 
movement, which is now under way in this country, 
will grow rapidly during the coming years. It 
should be encouraged where it is developed by 
proper and safe methods. It offers a new oppor- 
tunity for the small investor to place his capital at 
work in a strongly protected way and with an as- 
sured yield often well above the market money rate. 

What has been written in the foregoing should not 
be interpreted, however, as indicating that the mis- 
sion of the savings bank in this country is being’ 
curtailed. Savings banks are the best fields, with- 
out any question, for beginning the accumulation 
of investment funds. It is always best for the aver- 
age individual of small resources, who can save sys~ 
tematically, to build up a moderate reserve in the 
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savings bank. The savings bank, as organized under 
the laws of most of the states, is so well protected by 
legal restrictions that there is seldom, if ever, any 
danger of depositors losing their money or running 
any real risk whatever. I have always been a strong 
advocate of savings bank deposits for moderate 
savings, and it is only when one’s savings reach a 
point where obviously better results can be obtained 
by directly buying securities, that funds should be 
drawn out for investment. 

I know of many instances where people who have 
become quite opulent have continued to carry sav- 
ings bank accounts. One of the customary methods 
of a great many old-fashioned investors is to sys- 
tematically make savings bank deposits which give 
them a yield, ordinarily, of about 4 per cent. Such 
deposits are accumulated until a balance of $1000 
or $2000 is reached, after which a portion of the bal- 
ance is withdrawn and invested in good bonds. By 
this method one has always some free cash available 
for taking advantage of attractive investment oppor- 
tunities as they come along, and further, always has 
cash available if needed for an emergency, which 
might not otherwise be secured without selling se- 
curities at a possible sacrifice. 

The man who puts money in a savings bank is 
investing in securities just as truly as is the man who 
directly buys securities. The savings bank itself 
buys securities and keeps its deposits at work under 
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legal restrictions in the investment fields. Savings 
banks do not operate in states like New York for 
profit. They are not stock corporations and do not 
pay dividends to stockholders. Whatever surplus 
they may have from year to year above expenses and 
what they pay out in interest, is put in a reserve for 
the depositors. A healthy savings bank, if it liqui- 
dates, will return its entire accumulated surplus to 
its depositors and thus, in the event of a bank going 
out of business, a depositor will sometimes find that 
he actually gets more than the regular rate which is 
currently paid to him. 

Of course, healthy savings banks do not often go 
out of business, but it is an added element of se- 
curity for the depositor to have his pro rata interest 
in the accumulated surplus of the bank. 


CHAPTER XIX 
MANAGEMENT OF INVESTMENT FUNDS 


AL PERMANENT policy for the management of 
A investments in a scientific way becomes more 
important to both institutions and individual in- 
vestors as time goes on. The investment fields m 
this country have become so involved and the in- 
fluences and cross currents which affect investment 
values of every type, have so greatly increased in 
modern times that the handling of substantial in- 
vestment funds in an intelligent way, to secure the 
best results, has become a science in itself. 

The past practice of haphazard buying of securi- 
ties whenever they looked attractive to the pur- 
chaser is rapidly becoming discredited in this coun- 
try. Even where investment selections of good 
quality or character are made, the result is often 
unsatisfactory because of the untimeliness of pur- 
chases. I will, therefore, attempt to present in the 
following paragraphs a general plan or method of 
investment management for permanent use on the 
part of both institutions and individual investors 
of substantial character. This plan is intended not 
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for any one period, but for the whole duration of 
long periods of years. 

There are three major principles to be adopted in 
broad investment management. These three are, 
first, the rotation of investment holdings in accord- 
ance with financial and business conditions; second, 
the proper diversification of one’s holdings, whether 
bonds or stocks; and, third, the scientific use of rat- 
ings and of economic facts in making investment 
selections. 

As an instance of the importance of rotation, it 
would be suicidal, it seems to me, to sell out high 
grade short term bonds at the top of a bull move- 
ment in securities, and invest in common stocks, but 
at the bottom of a bear movement in securities, this 
sort of an exchange in part, at least, might prove 
highly beneficial. Diversification is the most reliable 
method for avoiding the penalties of individual mis- 
takes and for obtaining the benefit of the trend in 
the security market. Bond and stock ratings in turn 
can very readily be used in connection with the 
selection and diversification of individual issues. 

There are four different types of movements in 
securities to which the investor should adapt him- 
self in order to be successful. These are, first, what 
is known in Wall Street as the bull movement; 
second, the so-called distributing market at the high 
altitude; third, the so-called bear movement; and, 
fourth, the so-called accumulating market around 
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the bottom prices. Expressing the same thought in 
another way, the security markets go up the moun- 
tain side in times of business expansion, go over the 
top in times of boom or inflation, go down the other 
side in times of forced liquidation, and gradually 
swing through the bottom of the valley at the depth 
of business depressions. 

This general swing of the business cycle is directly 
reflected in security price movements. These move- 
ments through the four stages develop, of course, in 
a more or less irregular fashion. These stages in the 
general cycle are not sharply defined, and it is often 
difficult to tell where one ends and the next begins. 
But the investor who wishes to get the best results 
must adapt himself and his holdings, so far as 
possible, to these movements. 

The proper method to pursue is this. First, dur- 
ing a bull market, so-called, the aim should be to 
hold an extra high percentage of those types of 
bonds, notes and stocks, which naturally rise the 
most when a period of prosperity is immediately 
ahead. Second, upon the mountain top of prices, 
one’s method should be to gradually exchange out 
of all those types of securities whose prices yield 
easily to liquidation, and into the more stable types 
whose prices tend to remain unchanged under all 
conditions. Third, during the downward movement 
or liquidating period, the aim should be merely pro- 
tection of capital and nothing else, for in view of the 
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fact that during a major bear movement bonds de- 
cline sometimes from 20 per cent. to 60 per cent. or 
70 per cent., even a 8 per cent. yield looks attractive 
in keeping one’s principal intact. Fourth, during a 
business depression the effort should be to exchange 
out of the extremely gilt edge, low interest bonds 
and notes, and into bonds and stocks which will rise 
strongly during the next upward swing. 

This latter period is generally known as an ac- 
cumulating market and applies not merely to the» 
stock market but to the investment market in a 
very real way. It is the time of the depth of a 
business depression following a period of drastic 
liquidation. At:such a time the element of risk has 
been largely eliminated not only from low grade 
bonds, but also from most stocks. Therefore, after 
making sure that a major liquidating period has 
actually occurred, one is generally safe in taking on 
liberal purchases of bonds of lower ratings and often 
reputable investment stocks of many classes. The 
securities selected should be the ones which have de- 
clined the most, being careful, however, to ascertain 
that they are of good character and are backed by 
good managements and balance sheets which indi- 
cate no danger of receivership. A thorough depres- 
sion of this kind generally takes most of the risk out 
of such bonds and stocks and at such times the in- 
vestor can afford to buy a proportion of even com- 
mon stocks of good character which at other times 


228 PROFITABLE INVESTING 


he naturally would not think of touching. For 
example, a period like that of 1921 was ideal for 
buying high and medium grade railroad bonds and 
many sound industrial stocks which were selling far 
below asset values. 

The general purpose during a bull or bear move- 
ment should be to continue to hold the fluctuating 
types of bonds and stocks at least until they go high 
enough so that the risk in them begins to reappear. 
While their prices are rising from subnormal to 
average there is little risk in them. One need not 
pretend to any expert market knowledge at such 
times, for as a matter of fact, so-called bull move- 
ments in both bonds and stocks are simultaneous 
and largely coincident with eras of expanding gen- 
eral prosperity. In a distributing market, which is 
the time when a general business revival reaches its 
peak, there is always a similar peak in the prices of 
representative bonds and stocks. Often, both bonds 
and stocks reach this peak approximately together, 
but at other times, especially when earnings are 
growing rapidly, bonds reach the peak months ahead 
of stocks. At this time one should make a general 
change into securities of the highest ratings and 
especially into gilt edge bonds and notes; the pro- 
portion of stocks should be greatly reduced, as these, 
when the next decline occurs, will depreciate much 
more than the bonds. At this juncture one should 
have realized a substantial profit on his principal 


MANAGEMENT OF FUNDS 229 


through the general upward movement in stocks 
and bonds and should now be willing to gradually 
change into bonds and notes showing lower yields, 
with the sole view of increasing the safety of 
principal. 

Throughout the duration of a declining movement 
in the security markets, these low yield, highly 
stable securities should be continuously held, since 
the main purpose now is to avoid shrinkage in the 
market value of one’s principal. It is more impor- 
tant to avoid a 25 per cent. loss than it is to make a 
25 per cent. profit. Bear movements in securities, as 
in business, never occur except as the result of infla- 
tion in one form or another. After such inflation 
has really developed, the investor should not switch 
out of his high grade short term securities until 
the anticipated liquidation has occurred and ter- 
minated. 

It is assumed, of course, that the investor can 
identify approximately the times to make such 
changes. This he can do either from a knowledge of 
the timing or synchronism of his own business with 
general trade, or else by the use of economic facts. 
The course of the security markets is determined 
primarily by the rise and fall of the prosperity of 
our leading industries. Hence the man who knows 
the general business situation thereby must know 
when to make his investment changes. If he desires 
assistance from economic research, he should employ 
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experts or specialists who make a study of such 
matters. The greatest danger, however, to the aver- 
age investor is to use superficial judgment and to be 
in haste to act. Large business or economic move- 
ments run slowly and there is always plenty of time 
for the investor to make his changes if he keeps his 
mind on the subject. In all investment operations 
carried on, the principle of diversification should be 
closely adhered to. It is better to have ten $1000 
bonds than one $10,000 bond, and also to have one 
hundred shares each of ten stocks than a thousand 
shares of one stock. Any security may at any time 
move contrary to the trend of the markets and of 
general business, but a well diversified list never 
moves contrary. Investing, like economics, is no 
such exact science as to enable any man, however 
expert, to be sure that a single selection is the best. 
Furthermore, in this process of diversification a 
group or assortment of securities should be bought 
as a whole, and held as a whole, and later sold as a 
whole. If one makes a practice of selling those 
securities in which he has a profit, and holding the 
remainder in the hope of a profit, he usually finds 
that he has sold out the ones that go up the most, 
thus forfeiting a large profit, and then when a drastic 
decline occurs he still is holding the weakest securi- 
ties which will decline the most violently. In other 
words, by not going into and out of an assortment 
as a whole, his instinctive selection so works out 
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that he disposes of the fine securities and keeps the 
rotten eggs. 

The most simplified method of making selections 
is to employ Moody’s ratings of bonds and stocks. 
The general principle should be to take on a larger 
proposition of low rated securities during an ac- 
cumulating market and to switch into high rated 
securities exclusively before the end of the distribut- 
ing market. The lower the rating, the wider 
are the price swings of a stock or bond, and the 
higher the rating, the greater, as a rule, is the stabil- 
ity or constancy of price. Furthermore, the investor, 
after he has determined what percentage of his total 
funds he will place in securities of different grades, 
can conveniently make use of the ratings to find out 
what stocks and bonds belong to each grade respec- 
tively. Besides this, among securities of the same 
class and representing the same industry or the same 
or similar governments, it is a proper practice to 
select from those of equal rating the ones which 
show the better yields. 

This discussion is, of course, a bare outline of a 
great subject. I have not suggested any percentage 
distribution for one’s capital since this varies with 
the character of the institution or investor and also 
with the financial situation. Manifestly, the per- 
centage distribution should be very different at the 
top of a bull movement from what it should be at 
the bottom of a bear movement. Nor have I dis- 
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cussed the time allowed for completing a switch in 
either direction. As a rule, both distributing and 
accumulating markets show a minimum duration of 
about four months, while not infrequently they last 
six to eight months. This means that one may take 
plenty of time around the ends of both bull and bear 
movements without losing his opportunity. He will 
have time to deliberately examine business statistics, 
and economic records, and corporation balance 
sheets, and all other information, because there is 
no hurry. 

Nor have I gone into the relative merits of long 
and short term securities in this article. The general 
rule, of course, is that the longer the term, the 
greater the response to the changes in the price of 
capital, and, therefore, the wider price fluctuations, 
and vice versa. During the first stage of a decline in 
bonds from a high peak, before stocks become 
acutely weak, the medium grade short term notes 
hold better than the highest grade because there is 
less competition between them and commercial 
paper. But after stocks become acutely weak, the 
highest grade short term notes hold better than the 
long term bonds. 


CHAPTER XX 


EXAMPLES OF SUCCESSFUL INVESTMENT 
POLICIES 


N the following pages I am going to present 
four concrete examples of successful policies 
followed by four different types of investors during 
the past fifteen years. These are all instances with 
which I am personally familiar and in each case I 
followed closely the program of each investor. 

The first example is that of a professional man 
located in one of the Eastern states who in the year 
1910 approached me for investment advice. He was 
a single man in middle life who had a mother and 
several sisters dependent on him for support. His 
income from his profession was not sufficient to 
cover the necessary living expenses of this family, 
but he fortunately inherited about $30,000 in real 
estate and other property a short time before I met 
him and it was his desire to so invest this capital 
that he could be assured of an additional permanent 
revenue of at least $2000 per year. He did not want 
to speculate but he was extremely desirous of mak- 
ing such investments that there would be a possi- 
bility, during the following years, of an increase in 
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his capital and consequently an enlargement in the 
total income. 

The year 1910 was one of reaction in the security 
markets. Before the year had closed, prices of even 
good investment stocks had undergone a long de- 
cline and it was an excellent time for an investor to 
buy sound dividend-paying stocks, especially of the 
preferred variety. Bonds as a class were at that 
time selling relatively high and it seemed unwise to 
purchase long term issues at the prices then prevail- 
ing. It was, however, an excellent time to buy rela- 
tively short term bonds of undoubted security which 
were selling at substantial discounts below their par 
values. 

This investor decided to divide his capital of 
$30,000 into three parts; one-third to be placed in 
railroad securities, one-third in public utilities, and 
one-third in industrials. The railroad issues which 
he bought were confined to bonds, for the very good 
reason that at that time the political situation was 
a menace to the railroads of the country and most 
of the roads were suffering severely because of rising 
operating costs and inability to increase freight rates. 
The Interstate Commerce Commission had taken a 
very arbitrary stand against the raising of rates and 
Congress was at that time permeated with anti-rail- 
road legislation. 

At that same time, good underlying railroad bonds 
of relatively short maturity looked extremely at- 
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tractive. This man bought such issues as Colorado 
& Southern 4s, Michigan Central 4s and St. Louis, 
Tron Mountain & Southern 4s, all selling far below 
par and all maturing within twenty years or less. 

In the public utility field, his selections were con- 
fined primarily to electric light and power bonds or 
stocks. Even then, the rising operating costs of 
street railways had begun to undermine the credit 
of the latter, while the inevitable growth in the 
uses of electric light and power foreshadowed in- 
creased prosperity even in the face of political dis- 
turbances. In the industrial field, this investor 
avoided the stocks of basic industries, such as steel, 
copper, etc., and gave preference at that time to the 
stocks of trading or distributing concerns, such as 
Woolworth, United Cigar Stores, Sears, Roebuck & 
Company and United Fruit Company. 

In all, the $30,000 was invested in about twenty- 
five distinct issues and the average yield at the start 
was about $2300 per annum. This investor, how- 
ever, recognized the importance of watching his in- 
vestments, keeping track of trade and financial con- 
ditions, and taking advantage of new developments 
from time to time. He therefore quite systematically 
checked up his list in the light of price changes and 
new conditions, and by the opening of the war in 
1914 had almost completely changed his list. In 
doing this he had almost invariably taken profits, 
with only a very occasional moderate loss. When the 
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war opened in 1914 his list had been gradually 
changed until at least two-thirds of his capital was 
invested in certain types of industrial securities, all 
of which were in a position to be benefitted by war 
conditions. Before the beginning of 1915 he had dis- 
posed of nearly every public utility and railroad 
security and had a certain amount of free cash 
which he invested in basic American industries, such 
as steel, copper, leather, rubber, etc. 

During the following year all of these industrial 
activities went into a period of vast prosperity and 
their stock issues rose to great heights. He therefore 
found that by the end of 1916 he was in a position 
to sell out most of his investments at prices which 
increased his total capital to over $50,000. Being 
a man who studied the fundamental influences, he 
at once recognized that if the United States went 
into war in 1917, a very serious change would take 
place in the trend of American security prices. Con- 
sequently, in January, 1917, he sold nearly every- 
thing he had. He did not buy any new issues during 
1917 but put most of his capital into Liberty bonds, 
keeping his capital so invested until after the end 
of the war. Thus, the years 1917 and 1918 greatly 
reduced his current income, but his capital was in- 
tact and in a liquid form and could be turned into 
cash at a moment’s notice. 

Karly in 1919 this investor made up an entirely 
new list and invested his $50,000 or more in possibly 
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thirty different securities, mostly industrial stocks 
which were dividend payers and rated high. He did 
not buy any so-called speculative issues whatever. 
As is well known, everything went up unreasonably 
high before the end of 1919 and during that move- 
ment this investor was carried along with the current, 
and at the opening of 1920 had increased his capital 
to about $70,000. He then had courage enough and 
sanity enough to sell everything he had and leave 
his money in the bank for a time. 

In the Autumn of 1920 he began to reinvest. He 
confined his selections this time mainly to high grade 
bonds, although he did buy small amounts of such 
stocks as Western Union, Atlantic Coast Line, 
Ilinois Central, and American Telephone and Tele- 
graph. After this he made no changes in his list 
until 1923. Then he sold some of his high grade 
railroad bonds, buying some General Electric at 
about 160, and one or two public utility common 
stocks, like Pacific Gas & Electric and Carolina 
Power & Light. 

At the opening of 1925 this investor’s capital 
amounted to approximately $100,000. His ap- 
proximate income equalled about $6,000 a year. 
During this entire period of nearly fifteen years, he 
had always consumed his interest and dividends and 
had simply reinvested actual profits which had been 
made by changes in prices. He never bought a 
security on margin and never borrowed any money. 
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The lesson to be drawn from this example is that 
an investor can, without running speculative risk, 
substantially increase his principal over a long series 
of years, provided he has the capacity to intelli- 
gently interpret fundamental trends and changes 
and has the courage of his convictions. 

The second example is that of a retired business 
man who, in the year 1912, sold out a small manu- 
facturing plant, realizing about $100,000. He was a 
man under fifty years of age who had worked hard 
all his life, but whose health had been undermined 
and who wished to take a long rest and live on his 
income. He was that peculiar type of man who 
wished to be not bothered with details or even take 
the trouble of watching his investments or cutting 
coupons. He therefore declined to invest in bonds, 
but insisted that he would confine all his selections 
to dividend-paying stocks, and he wanted to get an 
average of 6 per cent. on his money. 

The principle of diversification did not at first 
appeal to this man. He wanted to buy one security 
with all his capital and let it go at that. He was, 
however, willing to take the time to find one un- 
deniably good and entirely secure issue, even though 
it took a year to make the selection and even though 
he might have to wait even longer to get his issue at 
the right price. 

The year 1912 was the time that the great Stand- 
ard Oil dissolution was carried through. The stocks 
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of the several new Standard Oil Companies shortly 
thereafter came on the market and began to be 
actively traded in. This man spent a full year 
studying the oil industry and the underlying facts 
regarding the Standard Oil interests. At the end 
of that time he had thoroughly convinced himself 
that the ideal investment for him to make was to 
buy Standard Oil of New Jersey, then selling around 
$300 per share. Consequently, he put his entire 
$100,000 into this stock. 

After that, this man evidently forgot that he had 
any investment. He drew his dividends regularly 
and lived on them. He travelled all over the world 
and never had a worry. All during the period of 
the war he paid no attention to the security markets 
and gave no thought to selling out his Standard Oil. 
But undoubtedly he was, during all this period, 
keeping closely in touch with developments in the 
oil industry and business developments in general. 

Finally, a few years after the war he decided to 
sell his Standard Oil. By that time it was being 
quoted at an equivalent, for the old stock, of about 
$800 per share, and with various extra dividends 
he had added further amounts to his capital. He 
was now arich man. For some time thereafter, he 
kept his capital invested in Liberty Bonds and 
Treasury Certificates, but during this period he was 
making a personal and conscientious study of the 
General Electric Company. Some time in 1922, 
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therefore, he put his entire fortune into General 
Electric stock, buying it at an average price of about 
150. So far as I know, he still has his entire fortune 
in General Electric and thus has more than doubled 
his capital again. 

There are but few investors who can achieve suc- 
cess on this simple plan. This man, however, was 
not only unusually sound in judgment, but he was 
the type of thorough student which one does not 
often meet with in the investment atmosphere. He 
recognized, rightly enough, that the investment of 
his fortune was one of the most important programs 
of his life, and being a big man, mentally and by 
nature, he refused to involve himself in details but 
concentrated steadily to find and take advantage of 
one or two big opportunities. 

A third example which I wish to present in some 
detail is that of a widow who was, about 1915, left 
by her husband with about $5000 and two small 
children. She was obliged to go into business life 
to support herself and children, but was wise enough 
not to allow her relatives or friends to induce her to 
invest her small capital in get-rich-quick schemes 
or doubtful ventures. On sound advice she placed 
her money in Anglo-French 5s which were issued 
during that year and at first sold in the neighbor- 
hood of 95. She knew nothing about investments 
but trusted entirely to the advice which I attempted 
to give her. She held the Anglo-French 5s through 


EXAMPLES OF SUCCESSFUL POLICIES 241 


until 1919 when they rose to a fraction above par. 
Naturally she was anxious to get as large an income 
yield as possible, and consequently the foreign dol- 
lar bonds, which were beginning to be floated in this 
country after the close of the war, were of decided 
interest to her. It was difficult to keep her from 
taking chances in speculative issues, but she finally, 
in 1920, put her capital into Swiss Government 8 per 
cent. bonds which at that time were selling around 
par. These bonds were unquestionably just as good 
as Anglo-French 5s, as subsequent events have 
proven. She was urged to, and did, keep these Swiss 
Government 8s until 1922 when she sold them at 120. 
This gave her quite a little addition to her capital, 
and I therefore advised her to select two invest- 
ments instead of one. Naturally, she wanted both 
security and liberal income, and as it happened, 
along in 1923, there had been a very radical reaction 
in the prices of many foreign issues and consequently 
very attractive opportunities for reinvestments were 
available. The new bonds she bought were King- 
dom of Belgium 74s, slightly below par, and King- 
dom of Denmark 6s, then selling at about 93. 

At last reports this investor still held these two 
issues and, so far as I know, has no plans for im- 
mediate change. By the summer of 1925 the Bel- 
gian issue, which will ultimately be paid off at 115, 
was selling around 108 and the Denmark issue, 
which falls due in 1942, was selling around 104. 
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This is an illustration of how a woman investor of 
small capital, who will seek expert advice and act on 
it, and who succumbs to no temptation to try to 
double her money, may do very well indeed with en- 
tire safety. The yield which this woman is receiving 
is far above the average yield which the ordinary 
conservative investor usually gets, and there has 
been, in addition, an increase, up to date, of about 
30 per cent. in her principal sum. 

Another example which I want to present is that 
of an investor whose chief characteristic was the 
ability to use unlimited patience in investing his 
money. The great weakness with most investors is 
that, when they have capital to invest, they insist on 
immediately putting it into some form of security 
and they think if it is not set to work at once, they 
are losing valuable time and will let great oppor- 
tunities slip by. This man, however, was more far- 
seeing and was able to act with the deliberateness 
that is sometimes absolutely necessary if one is to 
finally do the right thing. 

In the early Spring of 1920 this particular in- 
vestor approached me, explaining that he had $50,- 
000 which he wished to invest. Prior to this time 
he had never been an investor and this money had 
come to him as a result of the final liquidation of 
some war contracts in which he had been interested 
during the war days. 

As it was all the money he had in the world, he 
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did not want to take chances. Many friends and 
some bankers had recommended to him many types 
of securities and many methods for investment. In 
all cases they had urged him to invest at once, and 
no one had particularly suggested to him that a 
waiting policy at that time might be very wise. 

The first thing I said to him was to keep his 
money on deposit, getting the best interest return 
possible, and forget it for a while. I said that he 
might have to leave it in this condition for six 
months and perhaps even for a year. At first he 
thought this was pretty poor service to render, but 
I told him that if he would come back to see me 
six months to a year later, he would certainly then 
tell me that this advice had been absolutely price- 
less to him and that he need not pay me anything 
in the shape of a fee for this advice unless he was 
then satisfied that it had been sound. 

This man did not get in touch with me again 
until the summer of 1921. He then came into my 
office and said with a smile that he had followed my 
advice. He had been getting something like 4 per 
cent. on time deposits in banks, which, of course, was 
below the current rate, but had satisfied him. He 
had been watching the security markets all this 
period and had seen the enormous declines which 
took place during 1920 and most of 1921 among both 
high grade and speculative issues. He was now 
ready to receive some further advice. 
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The markets at that time were practically at the 
bottom. Liberty Bonds were selling around 85 to 
87. All high grade bonds were selling at ridicu- 
lously low prices. The long period of deflation was 
nearing its end and typical stocks had not yet be- 
gun to recover to any substantial extent. It was, 
therefore, an ideal time to invest money intelli- 
gently, and this man took advantage of it. His 
capital was carefully diversified among a dozen dif- 
ferent issues — some bonds and some dividend-pay- 
ing stocks. He bought, for example, small amounts 
of General Electric, Atlantic Coast Line, American 
Car & Foundry, American Can preferred, and also 
some foreign bonds, such as Swiss 8s, Denmark 8s, 
United Kingdom of Great Britain 54s, and Belgian 
8s, and the balance was distributed among Ameri- 
can railroad bonds and public utility bonds. 

Since that time this investor has occasionally 
taken profits and made changes which have been 
wise. He has never made an important mistake 
and, so far as I know, has never found it necessary 
to take a loss. At the present writing his capital 
has been substantially increased and he is receiving 
a liberal income. 

The moral to be drawn from this investor’s ex- 
perience is not merely that he used sound judg- 
ment in selection or employed expert service to 
guide him during his investing days. It is rather 
that he showed, in an unusual sense, the ability to 
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resist the temptation of investing his money at the 
wrong time. There are only a few investors who 
seem to have the patience and courage to follow 
this policy. They appear to think that if one waits 
before investing, worth-while opportunities will 
surely slip by and that they will have lost their 
chance to get the best out of their capital. 

I often say to people who are impatient regard- 
ing investment matters and who occasionally see, 
with regret, good opportunities slip by, that the in- 
vestment market will always be with us and that 
new opportunities for wise investment come along 
just as fast as old opportunities disappear. 


CHAPTER X XI 
REVIEW AND CONCLUSION 


OR those who have carefully read and digested 
all of the twenty foregoing chapters, a general 
review or summing up of the subject may not be 
necessary. But it is almost invariably the case that 
those who read books of this kind do not give seri- 
ous attention to all the phases of the subject, and 
the things remembered distinctly are usually only 
those matters which are of paramount interest to 
the reader at the time. This series of chapters has 
been written not for one particular type of investor, 
but for the general investing public. Unquestion- 
ably certain chapters will prove to be more worth 
while and more valuable to particular persons than 
others. But, nevertheless, a general perspective of 
the whole subject should be worth while to all. 

In approaching the Investment problem every in- 
vestor, large or small, should realize the importance 
of building up some sort of a perspective. His first 
effort, therefore, should be to achieve a clear under- 
standing of what the investment of money in secu- 
rities really signifies. When one buys a bond or 
stock, all he gets in exchange for his money is a 

246 


REVIEW AND CONCLUSION 247 


piece of paper on which certain things are printed 
or engraved. To many an investor this piece of 
paper appears to be the only thing that he is buying. 
He does not think beyond this, and when he locks 
up his bonds in the safe deposit box, it merely seems 
to him that there his money lies. But this is far 
from the truth. A piece of paper in the safe deposit 
box is nothing but a symbol. It merely shows just 
where his money has probably gone to, but it does 
not indicate how the money is being used or in what 
way it is being set to work. He goes every six 
months to cut his coupon; he deposits this coupon 
in his bank. This coupon appears to be something 
which has suddenly taken on value and life on the 
payment date. Just how this coupon comes to have 
a specified value on a certain date does not usually 
occur to him. He thinks, naturally, that if his bond 
were burned up or he mislaid it, he would no longer 
have any property. But this would not be true at 
all, even though he might have some difficulty in 
proving his ownership to his property. 

When a man invests, we will say, a sum like 
$1000 in a bond, the actual money that he pays for 
the bond of course goes to the seller of the bond. 
But this seller did not create the bond. He bought 
it from somebody else. If he is the dealer who 
originally floated the issue, he bought it from the 
corporation. The corporation created it by putting 
a mortgage on its property. The motive for mort- 
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gaging the property may have been that the cor- 
poration needed working capital. Thus, the money 
received by the corporation for the bond is used in 
one form or another in the business. It may be 
used for payrolls, for purchases of supplies, for the 
payment of debts, for new construction, or for a 
thousand other things. This particular money may 
be lost, dissipated or stolen. It may simply be used 
to cover up some earlier loss, or, on the other hand, 
it may be set to work in some way which will help 
in producing new profits. 

And so it is all along the line. A man buys a rail- 
road stock. Originally the railroad may or may not 
have received actual money for this stock. The in- 
vestor may be buying something which the rail- 
road has issued without receiving any current cash 
equivalent, and yet the stock may be a high grade 
investment and it may be paying a liberal dividend. 
But it usually does not occur to the investor that 
when he buys a railroad stock he may be paying his 
money into the hands of some people who never 
pass it on and never have to pass it on in any way 
to the railroad. 

Another illustration to be considered is that of 
government bonds. What do governments do with 
the money that is received by them for the bonds 
which they issue? When a man buys an Argentine 
Government bond, he instinctively assumes that his 
money, in some way or other, goes to Argentina and 
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will be permanently lodged there until it is returned 
to him at the maturity of the bond. 

Now it may be that even when a man buys a 
brand-new Argentine issue, his particular money 
never gets into Argentina. It may be used for a 
variety of things. Perhaps it helps to pay off a debt 
with some foreign country. Perhaps it is used to 
stabilize exchange. Perhaps it is used to liquidate 
interest due on other loans, or perhaps it is used to 
pay for some expenditure made long months or years 
ago. 

When one explains these processes to the average 
man who has no knowledge of financial, municipal 
or banking activities, he is apt to jump to the con- 
clusion that somebody, somewhere, somehow, is mis- 
using his capital, and this feeling conveys the 
impression that it is a dangerous thing to invest 
money unless one is in a position at all times to 
watch and see just what is being done with it. It is 
the same feeling that the old farmer had who loaned 
money to his neighbor in preference to loaning 
money on better security to some one a thousand 
miles away. He felt that he could watch his neigh- 
bor daily and thus see what was being done with his 
money. The man 1000 miles away could never be 
directly watched by him. 

The thought I am trying to bring out by this 
discussion is that it is extremely important for every 
type of investor to acquire some knowledge, even if 
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of a most elementary kind, of investment processes 
and of the general methods whereby corporate capital 
is put to work. This knowledge, even in the most 
elementary way, cannot be acquired without one’s 
attempting to get some vision of modern corporate 
activities as a whole. Consequently, in the earlier 
chapters of this book I have elaborated to a con- 
siderable extent on the modern investment field 
and have tried to emphasize the various phases 
through which corporate activities have gone during 
the last generation or two. For any intelligent in- 
vestment policy cannot be followed unless one is 
able to acquire a broad vision of corporate and 
governmental activities as a whole. If the investor 
is ignorant of the whole problem and specializes 
merely on certain phases of it, it is practically im- 
possible for him to exercise mature judgment or to 
weigh all the arguments for and against investing 
money in particular things and at particular times. 
The first chapters in the book are therefore given 
to this general view of investment problems. I have 
followed this up with a more or less extended dis- 
cussion of diversification of investment capital, and, 
as the reader knows, have devoted a series of chapters 
to the problems of investing in different classes of 
issues in the several fields of corporate activities and 
in the various geographical sections of the world. 
But probably the most important phase of the 
whole investment subject for the individual investor 
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to give attention to, is that of investment cycles, so- 
called. Enough has been said in the foregoing chap- 
ters to bring out strongly to the thoughtful man the 
fact that successful investing involves a careful and 
continuous study of fundamental trends and changes 
in economic and financial conditions. It cannot be 
too often reiterated that there is a time to buy and 
a time not to buy; that there is a time to sell and a 
time not to sell. If serious attention is not given to 
this side of the investment problem, then real in- 
vestment success in these days is practically impos- 
sible. 

Of course, there are certain types of investors who 
pretend not to be interested in changing conditions 
in the money market, in changing prices in securities 
issues, and assert that all they want is absolute secu- 
rity of principal with the best income return possible. 
But such people overlook the fact that even the most 
genuine values are affected by changes in economic 
and social conditions. What may be almost 100 per 
cent. secure in one decade or generation may not be 
anything like 100 per cent. secure in the next dec- 
ade. Profound changes are constantly taking place 
in civilized society, and over a reasonably long period 
of time the face of civilization undergoes very rad- 
ical readjustments. The period is so short since the 
great development of the capitalistic and credit 
systems in civilized society, that many people find it 
hard to get the proper perspective. It is thought by 


252 PROFITABLE INVESTING 


so many that property values, which are recognized 
as of the strongest type to-day, will always be prop- 
erty values of this type, and we often hear men say 
that such and such a piece of property has main- 
tained its value for a thousand years or more. 
Investigation, however, demonstrates that this is 
entirely untrue. One needs to go back only about 
150 years to find that property values of certain ° 
types which then existed and were regarded as of 
the highest possible rate in England, have since be- 
come practically worthless. On the other hand, 
many processes which fifty or one hundred years 
ago were looked upon as practically valueless or 
certainly highly speculative, have come, in these 
days, to be recognized as the highest type of secure 
property values. 

Building up the broad, fundamental background, 
which involves a general knowledge of economic 
trends and commercial activities, is the first real 
job for any one who wishes to become an intelligent 
investor. This general knowledge and perspective 
is the foundation from which he can approach the 
various details of the problem. If he has this funda- 
mental knowledge, it is then comparatively simple 
for him to take up the various questions of policy 
and problems of diversification which are important 
for every type of man who has capital to put to 
work outside of his own direct business activities. 

In some of the later chapters in the foregoing 
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series I have tried to emphasize the importance of 
what is called “ constructive investing.” Construc- 
tive investing, in its broadest sense, is a process 
which takes into consideration not only the specific 
questions of quality in particular investments, but 
links to this the necessary knowledge regarding in- 
vestment cycles and investment trends. If one can 
tie together these phases of the investment problem, 
giving equal thought and intelligence to questions of 
selection, as well as to the many factors in the fun- 
damental trend, he then has an opportunity to 
succeed greatly. 

The several examples submitted in the last chap- 
ter of successful investment policies, point out the 
methods of application which have been employed 
by several different types of people. Each person, of 
course, has his own individual problem. There is no 
hard-and-fast rule for all investors. Everyone must 
necessarily make his own exceptions according to his 
needs. There is a large class of people who are 
willing to undergo risks for the sake of possible 
added income, and such people naturally look for 
substantial compensation for taking these risks. 
Others, however, cannot afford to take risks. Their 
principle should be, as I have emphasized again and 
again, to think first and always wholly of the security 
of their principal and to be satisfied with a normal 
income return. But thinking first of your principal 
does not, as I have pointed out, consist merely in 


254 PROFITABLE INVESTING 


putting it into something which at the moment 
appears good. It involves, Just as much as does the 
question of income, the problem of occasionally 
making changes in the character of the investment 
in order to conform with changing economic 
conditions. 
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